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Abstract 
FDI is one of the most "interesting topics in the area of 
international business and trade. FDI assumes a lot of importance 
because it can influence rnanjr macro economic variables of a host 
country. It has its impact on employment, prices, exports, imports, 
exports, balance of payments, economic growth, competition, 
production etc. FDI represent one of the most important instruments 
through which a national economy can encourage production, know-
how, imports, increase in employment, infrastructure development, 
poverty reduction, etc. The benefits achieved through the increase in 
FDIs have created strong competition in the global market of free 
capital, all with the aim to attract as many and as diverse FDIs as 
possible. The general trend in the global FDI market is the erasure of 
geographic borders between developing countries and developed ones 
as in the past years, developing countries have not only represented a 
growing FDI market, but have also been aimed at attracting capital 
intensive investments, as well as R & D investments. 
FDI is now widely perceived as an important resource for 
expediting the industrial development of developing coimtries 
especially India because of the fact that it flows as a bundle of capital, 
technology, skills and some times even market access. Therefore, most 
of the developing countries offer a welcoming attitude to MNEs that are 
usually associated with FDI. India's case is a typical in this context 
because after following a somewhat restrictive policy towards 
international investment, India liberalized her FDI policy regime 
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considerably since 1991. And this liberalization has been accompanied 
by changes in the sectoral composition, entry modes and sources of FDI. 
Although conflicting views have been expressed by proponents 
and opponents of FDI with regard to attracting FDI. But, as a matter of 
fact, FDI is contemplated the boom of the globalization. In the present 
era of LPG, no individual .country can conceive the idea of all-around 
development without the judicious mix of foreign capital particularly 
FDI. 
In the present study on 'Growth pattern of FDI in India since 
liberalization: A case study of Indian insurance sector'; an endeavour is 
made to examine the major aspects dealing with the inflows of FDI and 
their impact on the efficiency and effectiveness on the insurance sector. 
Furthermore, this study examined the issue of increasing the FDI equity 
limit to 49 per cent and its implications on this sector. 
The data used for this study is extensively based on the 
secondary sources only. Mostly, numerical data for analysis and 
interpretation has been extracted from various WIRs, Swiss Re Sigma 
Reports, IRDA Annual Reports, Economic Surveys, SIA Newletters, RBI 
Bulletin and RBI's various Annual Reports. Besides above sources, up to 
date data was manually collected from FDI data cell, DIPP, Ministry of 
Commerce and Industry, New Delhi. 
The whole thesis is organized in five systematic and continuous 
chapters. The Chapter - 1 is fully devoted to the introductory and 
theoretical framework of the study which includes research 
methodology, review of literature and procedural presentation of 
conducting the study. More importantly, the researcher has focused on 
the following objectives of the study: Firstly, to make study with regard 
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to the introductory background including the significance and utility of 
FDI in the developing economies like India. Secondly, to examine and 
assess the various aspects pertaining to the performance of FDI in India 
in the pre and post-economic liberalization era. Thirdly, to look whether 
there exists any relationship between FDI, economic reforms and 
economic growth in India. Fourthly, to appraise inflow of FDI in the 
Insurance sector in its post reform period. Fifthly, to identify the 
problems and grey areas in the inflow of FDI in different important 
sectors of the economy in general and the Insurance sector in particular. 
Sixthly, to highlight the future prospects of FDI inflow in the Insurance 
sector and critically examine the implications of increasing FDI from 26 
percent to 49 per cent in this sector. And finally to come out with 
summary and findings of the study to offer some pragmatic suggestions 
for efficient allocation and attraction of FDI inflows for the larger 
benefit of Indian economy in general and insurance sector in particular. 
Chapter - 2 discusses the different concepts and fundamentals 
related to FDI process in India. Firstly, this chapter gives a brief outlook 
of different connotations of FDI as a concept besides various definitions. 
The researcher made all possible efforts to present an explicit 
explanation of the concepts and theoretical background of the variables 
supported by recent and past relevant research studies bearing direct or 
indirect relation with the topic of present research work. 
Chapter - 3 first discusses the different policy phases of FDI vis-a-
vis economic liberalization in India and then different patterns of FDI in 
India is presented. The researcher has divided these policy phases into 
four to make a systematic and presentable study i,e. Cautious Welcome 
Policy (1948-67), Selective and Restrictive Phase (1967-79), Partial-
Liberalization Phase (1980-90) and Liberalization and Open Door Policy 
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(1991 onwards). After this, different patterns, trends and compositions of 
FDI is highlighted taking state-wise, sector-wise, year-wise, global and 
source-wise view of the FDI both in the pre and post liberalization 
period. It starts with different dimensions of FDI flows to India, which 
includes size and growth, sources and sectoral distribution of FDI 
inflows. And lastly, after reviewing some related studies, the empirical 
results that relate to the impact of economic reforms and economic 
growth on FDI attractiveness and FDI inflows are also presented in this 
chapter. Before summarizing its results a brief future outlook of FDI is 
also given in the form of current FDI policy. 
Chapter - 4 firstly examines in detail the performance appraisal of 
Indian insurance sector vis-a-vis entry of private insurers, insurance 
density, insurance penetration, insurance premium, product 
development, investment by insurers, corporate agents etc. Present 
regulatory structure and insurance sector reforms have also been 
discussed in detail. After this, this chapter examines in detail the 
different determinants and implications of FDI in insurance sector. In 
this chapter, the researcher has also presented a theoretical model for 
increasing FDI cap to 49% in insurance sector. 
In the last chapter i,e chapter - 5, the researcher has made every 
effort to present the conclusion of the present study in a lucid manner. 
The researcher after making a detailed study of trends, patterns, 
composition of FDI in the Indian economy in general (in chapter - 3) 
and FDI in insurance sector in particular (in chapter - 4), has proposed 
various recommendations and suggestions at the end of this chapter. 
Undoubtedly, our economy has benefited enormously from the 
economic reforms process initiates in July, 1991. The AAGR of GDP has 
been steadily rising and the 8 per cent plus (aimually) growth rate that 
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is the present norm speaks volumes of how India has been progressing. 
Besides, inflation has been moderate throughout (except in some recent 
months due to skyrocketing international prices). The foreign exchange 
reserves present a very healthy picture and foreign debt is being paid 
ahead of schedule. India has become a production base and an export 
hub for diverse goods from agricultural products to automobile 
components to high end services. Indian firms are now a part of global 
production chains. Large international corporations have established R 
& D centres in India. Trade has registered a steady rise and all these 
factors resulted into greater integration of Indian economy with the 
world economy. The capital market also has been buoyant and thus 
India is considered as a favorite destination by foreign investors for 
their long-term investments like FDI. 
The composition of capital inflow has changed significantly over 
the years. Dependence on aid has vanished and FDI, FPI, ECB and NRI 
deposits dominate the capital flows. This has been broadly in line with 
international developments. Unfortunately, the surge in irvflows has not 
been matched by a corresponding growth in the absorptive capacity of 
the Indian economy. The role of FDI in the up-gradation of technology, 
skills and managerial capabilities is now well accepted. Additional 
investments, over and above the investments possible with the available 
domestic resources help in providing much needed employment 
opportunities. 
The Indian government in the post-liberalization period has 
slowly but steadily tried to facilitate the inflow of FDI into different 
sectors of the economy. FDI is sought because it is expected not only to 
augment investible resources but, more importantly, to improve 
technological standards, efficiency and competitiveness of domestic 
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industry. FDI is also associated with bringing in of "relatively" latest 
technology into the industry since markets for technology are imperfect. 
However; studies on the impact of FDI on productivity growth suggest 
that the exact nature of the impact of FDI depends on the firm-industry-
host economy specific factors. These include the technological levels 
prevailing in the industry, the learning capabilities of the firms and the 
absorptive capacity of the host economy, which determines the rate of 
technical diffusion of the technology. 
FDI in India assumed critical importance in the context of the 
economic reforms process initiated in 1991. Raising the inflows of FDI 
substantially was taken as one of the key objectives of industrial and 
trade reforms. The reforms were accompanied by a rapid increase in 
inflow of FDI into the Indian economy. India has made significant 
inroads in opening its economy since it joined the WTO in 1995. There 
are, however, still remnants of its inward-looking development 
strategy. Indeed, India's trade volume as a share of GDP is low in 
contrast to other major Asian countries and its import tariffs remain 
comparably high. Moreover; capital account restrictions, in particular, 
those applying to FDI, are still there, although recent policy directives 
are laying the ground for greater FDI.^  However; the prospects for 
greater world integration are promising, since there is a political 
consensus on the need to further liberalize trade and capital account 
restrictions. Moreover, the size and potential for growth of the domestic 
market is one of the more important factors responsible for the strong 
interest of foreign investors in India. 
' The Union Cabinet Reviewed and Approved the FDI Policy recently on 30the June, 2008 for 
greater FDI inflows and further Liberalization. 
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From this study, it is observed that in the new era of liberalization 
when the emphasis is on attracting a large amount of foreign 
investment, approvals for FDI marked a significant rise as compared to 
the immediately preceding phase. The approval data reveals that while 
infrastructure sectors attracted maximum investment, consumer goods 
sectors also had an important place in the approvals. The broad 
category of services accounted for almost one-third of the total 
approvals. The main factors behind the large approved amount appear 
to be the dereservation of public sector reserved areas, de-licensing, 
allowing larger share of foreign investors and the general boom in 
global investment flows. 
Size and sector-wise distribution of the approvals suggest that 
relatively small number of proposals falling under power, fuel and 
telecommunications sectors account for almost half of the approved 
investment. However, in view of the large investments and importance 
of the infrastructure sector, pricing would remain a crucial factor. 
It is also observed that since economic liberalization of the Indian 
economy, the foreign investment particularly FDI has tremendously 
increased (though it is relatively low when compared with approved 
investment). The pattern of FDI in terms of country-wise, state-wise and 
sector-wise has undergone a significant change since economic 
liberalization in India and has shown an increasing trend which has 
benefited the whole economy in its growth and development. 
From the analysis of all six models through Probit Model and 
three stage Least-Square Method, it was concluded that during the 
period under study, economic reforms make a significant positive 
impact on FDI attractiveness. Thus, it helps international investors to 
enter into India to cash upon wider opportunities in India. Furthermore, 
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the interactive effect of reforms and growth is found to have a positive 
impact on FDI attractiveness. That means economic reforms have 
positive spillover effects on FDI attractiveness through economic 
growth. While no sigriificant relationship was found between economic 
growth and FDI inflows. But it is interesting to note that empirical 
results proved that economic reforms process helps in increasing FDI 
inflows and GDP growth rate in India. 
It is noteworthy to point out that in India a number of studies 
have been undertaken on FDI, but till now, hardly any study has taken 
into account the trend and pattern and more importantly the impact of 
FDI in Insurance sector.^ This study is thus, an attempt to analyze in 
detail the implications of FDI in the Indian insurance sector besides 
suggesting some prudent measures to make this sector vibrant and 
efficient so as to contribute significantly for the growth and 
development of our economy. 
It is a fact that insurance industry in the Indian economy is very 
pertinent for its smooth and balanced development. The industry 
contributes to GDP and acts as. a catalyst to accelerate the growth of the 
economy. Besides contributing to the GDP, insurance industry also has 
a great social significance. It is associated with disasters, calamity and 
loss and suffering, which cause turbulence in industry, commerce and 
community. Insurance companies generate funds out of insurance 
premium collected and help in uplifting the economy. The companies 
also provide jobs for hundreds of thousands and dispense dividend 
income to their shareholders. Major contribution of the sector lies in the 
kind of employment opportunity it has created in the last few years. 
' None is available till now for the Indian economy. 
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with 20000 jobs through direct employment and 300000 through 
indirect employment and outsourcing. 
It is pertinent to point out that currently India's economy is 
growing 7-8 per cent annually, one of the fastest in the world. But many 
experts fear lack of adequate infrastructure could slow progress in the 
coming years. The country needs huge investment in building power 
plants, roads and ports to keep pace with the demand of rapidly 
growing economy. Therefore, a well-developed and evolved insurance 
sector is needed for economic development as it provides long-term 
funds for infrastructure development and at the same time strengthens 
the risk taking ability. It is estimated that over the next 10 years, India 
would require investment of the order of US$ 1 trillion. The insurance 
sector, to some extent, can enable investment in infrastructure 
development to economic growth of the economy. 
With a large capital outlay and long gestation periods, 
infrastructure projects are fraught with a multitude of risks throughout 
the development, construction and operation stages. These include risks 
associated with project implementation, including geological risks, 
maintenance, commercial and political risks. Without covering these 
risks, the financial institutions are not willing to commit funds to the 
sector, especially because the financing of most private projects is on a 
limited or non-recourse basis. Thus, insurance companies not only 
provide risk cover to infrastructure projects, they also contribute long-
term debt and equity for infrastructure projects. Infact, insurance 
companies are an ideal source of long-term debt and equity for 
infrastructure projects. With long-term liability, they get a good asset-
liability match by investing their funds in such projects. Thus, insurance 
companies prove fruitful for the long term development of an economy. 
9 
Growth Pattern of FDI in India Since Liberalization: A Case Study of Indian Insurance Sector 
The Indian insurance market has undergone a significant change 
over the last nearly 8 years largely due to the regulatory and structural 
changes. Premium growth is now being driven by other factors such as 
the growing consumer class, increased FDI, infrastructure development, 
and an increased awareness of catastrophe exposure. Despite significant 
positive changes, the insurance market still faces the challenge of poor 
customer perceptions and the danger that the pace of reform will slow. 
It is a well accepted fact that due to the presence of large number of 
private insurers, Indian insurance industry has, in the last 8 years, 
grown enormously and performed well. Overall this industry has 
shown positive signs in-terms of insurance penetration, density, 
number of players, premiums, number of policies and products, 
investments, fulfillment of social and rural obligations, corporate 
agents, brokers and providing insurance cover to the poor and needy. 
Recently in 2007, Planning Commission constituted a Committee 
on service sector. Chaired by Planning Commission member, Anwarul 
Hooda, and this committee suggested that 'the insurance sector in India 
is in a high-growth phase with substantial investment requirements, 
permitting foreign investors to own a larger share may be considered'. 
The effect of this change will make two big changes. Firstly, it will 
increase the focus of the existing private insurers operating within the 
Indian market. As this has been discussed in the study at length that the 
private insurers are increasingly diverging on strategy as they are 
influenced by their foreign ownership will lead to differentiated 
strategy like more niche players and a wider product range. Secondly, it 
is expected to increase the supply and the capacity in the market as new 
investors will decide to enter the market. Indeed, a number of insurers 
have committed that as soon as foreign companies are allowed more 
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1. INTRODUCTION 
Research on FDI is one of the most interesting topics in the area of 
international business and trade. FDI assumes lot of importance because 
it can influence many macro economic variables of a host country. It has 
its impact on employment, prices, exports, imports, exports, BOP, 
economic growth, competition, production etc. 
FDI is now widely perceived as an important resource for 
expediting the industrial development of developing countries 
especially India because of the fact that it flows as a bundle of capital, 
technology, skills and some times even market access. Most of the 
developing countries, therefore, offer a welcoming attitude to MNEs 
that are usually associated with FDI. India's case is a typical in this 
context. After following a somewhat restrictive policy towards 
international investment, India liberalized her FDI policy regime 
considerably since 1991 and this liberalization has been accompanied by 
changes in the sectoral composition, entry modes and sources of FDI. 
The advantages of India as an investment destination rests on 
strong fundamentals which include a large and growing market, world 
class scientific, technical and managerial manpower, cost effective and 
highly skilled labour, abundant natural resources, a large english 
speaking population and an independent judiciary etc. This is now 
recognized by a number of global investors who have either already 
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established a base in India or are in the process of doing so. Ongoing 
initiatives, such as further simplification of rules and regulations and 
improvement in infrastructure are expected to provide necessary 
impetus to increase FDl inflows in future. The inflows of FDI would 
depend on domestic economic conditions, world economic trends and 
strategies of global investors. The government, on its part, is fully 
committed to create strong economic fundamentals and an increasingly 
proactive FDI policy regime. The positive efforts of the Government to 
improve the investment climate, including sustained improvement on 
the infrastructure front, have led to renewed optimism about India as 
an emerging investment destination. 
In case of India, FDI is not a novel phenomenon. The MNCs with 
their variety of arrangements like FDI technology transfers, JVs and 
subsidiaries were present even at the time when India attained 
independence. The IPRs of 1948 and 1956 and subsequent policies have 
accorded special emphasis on the considerably increasing role of 
foreign funds in India. 
With the changing world scenario during the begirming of the 
1990's, both in economic and political spheres, the Indian economy 
could not resist itself. Thus, in keeping pace with the outside world, it 
brought about some major changes in its economic and political system 
by opening up its economy. Major events like disintegration of USSR, 
unification of Germany, emergence of EU as a new economic power in 
the form of industrialized countries, had a great impact on all aspects of 
the Indian economy. 
The GOI came out with a NEP in July 1991 aimed at procedural 
as well as structural overhaul of the economy, dismantling many of the 
economic barriers to pave the way for the foreign funds to pour in 
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mainly to establish the whole infrastructure and set up some new 
infrastructure that were required in future. The economic policy of 1991 
among others aimed to bring about efficient monitoring and globalizing 
the economy on the capital front to attract maximum foreign capital. In 
general there are two main forms to bring in international investment 
into the country. They are FDl and FPL 
'FDI' represent one of the most important instruments through 
which a national economy can encourage production, know-how 
imports, increase in employment, infrastructure development, poverty 
reduction, etc. The benefits achieved through the increase in FDIs have 
created strong competition in the global market of free capital, all with 
the aim to attract as many and as diverse FDI as possible. The general 
trend in the global FDI market is the erasure of geographic borders 
between developing countries and developed ones as in the recent 
years, developing countries have not only represented a growing FDI 
market, but have also been aimed at attracting capital intensive 
investments, as well as R & D investments.^ 
In the last decade after the initiation of the economic reform 
process, several new industries have emerged on the business horizons 
which were not heard of in the liberalization period. One such industry 
is the insurance industry. After opening up of this industry in the year 
2000 to private and foreign insurers, its growth and reach has made it a 
fastest growing industries, not only in India but the world over with an 
astorushing growth rate. This can be gauged from the fact that the 
insurance business (measured in the context of first year premium) 
' UNCTAD, The WIR - 2005. (The Overall Report for 2005 is based on IntemationaUzation 
and Influx of R & D Investments in the Developing Countries). 
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registered an impressive growth of 94.96 per cent in 2006-07, surpassing 
the growth of 47.94 per cent achieved in 2005-06.2 
2. REVIEW AND ANALYSIS OF CURRENT AND PAST STUDIES 
In the light of the above discussion, this section undertakes a 
selective review and analyses of both theoretical as well as empirical 
studies undertaken (in India and in other coimtries) on FDI in general 
and FDI in Indian insurance sector in particular. This will facilitate in 
identifying some of the issues in this area. 
Ramesh (1994)3 in a book entitled "Foreign Investment and 
Technology Transfer in Developing Countries" has tried to look at two 
important issues facing developing countries. Firstly, how to attract 
foreign investment and how to benefit from it. The study suggests that 
the understanding of motives and determinants of foreign investment, 
solving foreign investor's problems and keeping the foreign investment 
policy clear and open, may help promote foreign investment in 
developing countries. 
Wells etal. (1990)4 in a book namely "Marketing a Country: 
Promotion as a Tool for Attracting Foreign Investment" discusses the 
investment promotion functions and provides a rationale for successful 
promotion especially in developing countries. The authors conclude 
that image building, investor servicing and investment generation are 
still important. Also, it is proved that investment promotion has 
statistically significant influence on foreign investment flows. 
^ IRDA Annual Report, 2006-07, IRDA, New Delhi, p. 12. 
3 C, Chitrakar, Ramesh (2004); "Foreign Investment and technology transfer in Developing 
countries", Avebury Ashgate Publications. 
" Louis T Wells, Jr and G, Wint Alvin (1990); "Marketing a country: Promotion as a tool for 
attracting Foreign Investment"; Washington. 
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Kamlesh (2006)5 in the book entitled "Foreign Direct investment: 
1947 to 2007" gives a descriptive and analytical study of FDI trends and 
policies during post independence period. Specifically motives and 
determinants of FDI (both at sectoral and firm level), FDI Policy- 2006, 
implications and future outlook are also outlined in this book. The main 
observation of this study is that motives and determinants of FDI 
inflows in India differ from sector to sector and from country to 
country. Therefore, there is a need to have different FDI policies for 
different sectors. FDI Policies should be dynamic in character so that it 
keeps on adjusting automatically in response to the changing economic 
scenario. Also, further liberalization of imports and more privatization 
was another major suggestion of this study. However, this study is 
silent as to how transparency and further privatization and 
liberalization will be brought about. 
Niti (2004) 6 in an edited book on "Foreign Direct Investment"; 
gives an explanatory and analytical study of FDI trends and policies in 
the world and in India. This study also gives a comprehensive account 
of the emerging scenario of international trade and investment under 
the WTO regime, post-liberalization FDI policy of GOI and its 
effectiveness in the face of competitions from other Asian Countries, tax 
incentives to attract FDI inflows into India and further evaluates the 
FDI Policies of government pursued since the beginning of the 
economic reforms and charts out future course of action to compete 
with the world to attract FDI inflows. The main observation of this 
study is that the simplification and modernization of laws, rules and 
regulations, elimination of controls and bans, introduction of modern 
5 Gakhar, Kamlesh (2006); "Foreign Direct investment: 1947 to 2007"; New Century 
Publications, New Delhi. 
6 Suiy, Niti (2004); "Foreign Direct Investment"; New Century Publications, New Delhi. 
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and professional regulatory systems and other policy reforms result in 
greater gross domestic investment as well as increasing the flows of 
FDI. 
Sahoo and Wadhwa, (1993)7 in the book tilted "Foreign 
Investment Law and Policy in Select Developing Countries" covering 
twenty developing countries, contains information on different aspects 
of foreign investment law and policy including types of foreign 
investment, foreign exchange regulations, technology transfer, 
investment facilities, authority for approval of foreign Investment and 
approval procedures, areas offering opportunities for foreign 
investment and technology transfer, contact points etc. 
Colin and Miao^ in an edited book entitled "Risk and Foreign 
Direct Investment" elaborately discussed the risk (as being major 
determinant) in the FDI and the various approaches to the 
incorporation of such risk, such as the Capital Assets Pricing Model 
(CAPM) and the real options approach. The study has clearly identified 
that the statistics for FDI and the estimates of the country risk shows a 
clear relationship. Given the range and the level of risk types, the study 
further identified that there is considerable home country bias in the 
investment worldwide. 
Mathew (1998)9 in the book namely "Impact of Foreign Capital 
on the Indian Economy" has made a detailed study of the impact of 
foreign investment on indigenous economic structure of the recipient 
country and the costs and benefits involved in the process. Effects of 
7 Debroy. B; Sahoo. Wadhwa, R.K (1993); "Foreign Investment Lcao and Policy in Select 
Developing Countries"; B. R Publishing Corporation, New Delhi. 
8 White, Colin and Fan, Miao; "Risk and Foreign direct Investment". 
9 Kurien K, Mathew (1998); "Impact of Foreign Capital on the Indian Economy"; People's 
Publishing House, New Delhi. 
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foreign investment on the volume of domestic product, income, 
employment, foreign trade and BOP has been also dealt with. 
Dunning (1998)1° in a book entitled "Globalization, Trade, FDI" 
describes and analyses the interface between trade, FDI flows and the 
activities of MNCs, as such is affected by and affects the level and 
pattern of globalization and in some cases regionalization. Besides this, 
the author examines the impact of globalization on the competitiveness 
(viewed from the perspective of both firms and countries) of a variety of 
regions and countries ranging from the EU and New Zealand to Taiwan 
and Ghana. This study also offers rich panoply of scholarly studies like 
changing role of trade and FDI in a globalizing economy and how the 
economies of the nation state and the economic policies of national 
government are becoming increasingly intertwined with each other. 
Manoj (1995)11 jn ^ book on "FDI in India: The Issues Involved" 
gives some definition of FDI, a brief overview of the changing pattern of 
FDI (particularly in the 80s and 90s ), India's foreign investment policy, 
policy on foreign collaborations followed during 80s, comparative 
assessment of foreign and domestically owned firms operating in India. 
Also, the issue of the relative export orientation of foreign and 
domestically owned firms is dealt with. The main recommendation was 
that as India liberalizes its policies to compete with other Asian 
countries, it must look at the policies these cotmtries followed to see 
what it can and cannot do to encourage FDI. 
'Singh and Kulkami (2006)i2 in an edited book on "FDI and 
Economic Development" have highlighted in detail the increasing role 
10 John, Dunning (1998); "Globalization, Trade, FDI"; Elsevier Science. 
" Pant, Manoj (1995); "FDI in India: The Issues Involved"; Lancer Books. 
12 Singh, R.K and Kulkami, V.S (2006); "FDI and Economic Development"; Abhijeet Publications, 
New Delhi. 
Introductory Background and Framework of the Study 
of FDI in the economic development of a developing country like India. 
This study also focuses on the impact of globalization on the FDI. The 
main findings were that total inflow of FDI is short of the expected 
target, the SEZs should be developed as the most competitive 
destination for export related FDI in the world and infrastructure 
development and a strategic and more effective FDI policy by the 
government to target FDI in areas where the country has dynamic 
comparative advantage. 
Louis etal. (2001)i3 in an edited book entitled "Using Tax 
Incentives to Compete for Foreign Investment: Are They worth the 
Costs" have thrown the light on the use of various incentives to attract 
FDI. This original study suggested that non-availability of tax incentives 
have little effect on the flow of FDI. The goveniments can safely afford 
to withdraw incentives unilaterally without fear that this will drive 
desired foreign investment to other locations. Besides this, they have 
provided convincing evidence that tax incentives are not at all cost 
effective. 
Ifzal (2003)14 in the Research Project on "Managing FDI In a 
Globalizing Economic: Asian Experiences" have taken six developing 
Asian Country (China, India, the Republic of Korea, Malaysia, Thailand 
and Vietnam) studies on FDI, preceded by a discussion of recent trends 
and the policy context for FDI and a comparative syntheses of the 
country studies. This project in the form of book compares and 
contrasts the countries' experiences in order to inform policy debate 
and decision making and to help guide ADB's operations. 
13 Wells. Louis T; Allen. Jr Nancy ]; Morisset Jacques and Neda Pimia (2001); "Using Tax 
Incentives to Compete for Foreign Investment: Are They worth t)K Costs"; Washington, World 
Bank. 
" Ali, Ifzal (2003); "Managing FDI in a Globalizing Economic: Asian experiences"; ADB's Research 
Project. 
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Kumar (2002)^ 5 in the volume on "Globalization and Quality of 
FDI" has elaborately analyzed the quality of FDI and the factors that 
shape it. He argues that the development impact of various forms of 
FDI depends upon at least three factors namely; the access to new 
market abroad (especially for manufactured goods), the new knowledge 
brought in and the contributions to local technological capability 
building. This study also demonstrates that low-wages are not enough 
to attract quality investment even in manufacturing operations 
intended to serve home country markets. 
Razin et al. (1999)i6 in the research paper titled on "An 
Information Based Model of FDI: The Gains from Trade Revisited" 
examined the role of FDI in the financial markets of the host country. 
They argue that in the absence of a well developed domestic market, in 
which case domestic savings cannot be efficiently charmeled into 
domestic investment, the FDI can play a double role. It provides a 
vehicle for reviving the domestic market through which domestic 
savings can be channeled to finance domestic investment and it 
supplies foreign savings on top of domestic savings to finance domestic 
investment. The second role provides the traditional gains from trade to 
the home country. The first role is by no means costless; as the equity 
market is characterized by asymmetric information, it does not always 
generate the correct signal about the social rates of return on domestic 
capital. As a result, Razin et al. argue that there are some welfare losses 
that offset some or all of the gains stemming from the mere channeling 
of domestic savings into domestic investment. When a well-developed 
15 Kumar, Nagesh. K (2000); "Globalization and Quality of FDI"; Oxford University Press, New 
Delhi. 
i« Razin, A, Sadka, E. and Yuen, C. W (1999); "An Information- Based Model of Foreign Direct 
Investment: The Gains from Trade Revisited; NBER Working Paper No. 6884. 
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domestic credit market exists (through which domestic savings can be 
channeled into domestic investment even in the absence of an equity 
market) then the first role played by FDI does not generate any gain. 
They concluded that when FDI can be levered domestically, the 
traditional gains from trade associated with the second role of FDI is 
severely curtailed. As a result, the total net effect of FDI on the welfare 
of the domestic economy could well be negative. 
In a book entitled "Foreign Investment, Transnational and 
Developing Countries"; Lall and Streeten (1977) ^^  examined in detail 
the ability of FDI to perform the function of providing capital for at 
least three reasons. First, direct investment is relatively expensive 
source of foreign capital. Second, the actual capital inflow provided by 
the MNC may not be very large (FDI may be financed by borrowing in 
the host country). Indeed, MNCs can, through their market power, raise 
cheap funds and crowd out other socially desirable activities in the host 
country. Third, the capital contribution of the MNC may take the form 
of machinery or capitalized intangibles, such as know-how and 
goodwill. For these reasons, FDI provides little and expensive capital. 
Yokova (2004) ^ ^ in his Ph.D thesis on "Foreign Direct Investment 
and Structural Changes as Factors in Transition: A Study of Central and 
European Countries" revealed the importance of upgrading of 
institutional infrastructure as a critical determinant, both for inbound 
FDI and for the structural transformation of Central and Eastern 
European economies which is needed, if they are to raise living 
standard. The evidence suggests that those countries which in May, 
I'' Lall, S and Streeten, P. (1977); "Foreign Investment, Transnationals and Developing Countries"; 
London: Macmillan. 
18 Yokova, N. (2004); "Foreign Direct Investment and Structural Changes as Factors in Transition: 
A Study of Central and Eastern European Countries"; Ph.D Thesis, Rutgers University. 
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2004, became members of EC have imposed or offered the right 
incentive structures (or conditions) to FDI; while those offered by the 
latecomers in the transition process, for example; Romania, Albania and 
some of the Ex-Soviet Union Satellites , are attracting the least FDI. At 
the same time, relative to the availability and quality of location-bound 
resources and capabilities, the upgrading of institutions is likely to offer 
more incentives to foreign investors in the early stages of their 
structural transition. 
Pradhan (2006)i9 in one of the research paper on "Rise of Service 
Sector and Outward Foreign Direct Investment from Indian Economy: 
Trends, Patten\s and Deteriiunants" reviewed the recent trends and 
patterns and tries to identify determinants of such investment. At the 
firm level, the O-FDI behavior of service sector firms was observed to be 
non-Iinearly related to the firm age and size, both relationships 
following inverted U-shaped curves. Firm's innovation, export 
orientation and profitability were also found to be important 
explanators in the rise of O-FDI at the firm level. The import of capital 
goods however appeared to have a negative impact on trans-border 
expansion of service sector firms. 
Ningombam, Jayanti (2007)2o in one of the article entitled 
"Globalization and FDI in North east India: A Perspective" has made an 
attempt to highlight the constraints faced by the North East Region 
(NER) consisting of eight states viz Assam, Auranchal Pradesh, 
Manipur, Meghlaya, Mizoram, Nagaland, Tripura and Sikkim; focused 
on the emerging patterns and trends in the inflows of foreign 
"Pradhan, J P (2006); "Rise of Service Sector and Outioard Foreign Direct Investment from Indian 
Economy: trends, Patterns and Determinant"; Gitam Journal of Management, Vol 4 No 1 pp 
70-97. • 
20 Ningombam, Jayanti (2007); "Globalization and FDI in North east India: A Perspective"; June, 
Banking Finance, pp. 15 -18. 
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investment particularly FDI in North-East in the wake of economic 
liberalization initiated in 1991. The findings show that the FDI has been 
concentrated in relatively developed states. According to the author, the 
NER which is at lower stage of development is characterized by 
extremely attractive scenario yet investment both domestic and foreign 
is not North-East friendly due to 'crowding out theory' does not work 
in the region. This article suggested that in the absence of public 
investment mere opening of the region to the global capital flows will 
further increase disparities. The reactivation of public investment on the 
basis of appropriate structure of accountability is, therefore; the need of 
the hour. 
Chary and Gangadhar (2006)2i in a research paper entitled 
'Foreign Direct Investment: A Study of India and China' reviewed and 
analyzed the variations in economic determinants of selected 
developing Asian economies vis-a-vis FDI between India and China. On 
the basis of analysis of selected FDI Indicators of China and India, it 
was inferred that China performed better than India. China's FDI as 
inward FDI Stock, FDI as percentage of GFCF and FDI stocks as a 
percentage of GDP are higher as compared to India during the period 
1990 to 2004, making it more attractive for market-seeking FDI. 
According to them, China has played a successful role in attracting FDI 
for the benefit of her economy, whereas India is lagging far behind. 
They concluded that major determinants, why China attracts high flows 
are: more business-oriented policies, easier FDI procedures, competitive 
physical infrastructure, flexible labour laws, a better labour climate and 
better entry-exit procedures for business entities. They further 
concluded that the reasons why India has low FDI flows are: 
21 Chary and Gangadhar (2006); "Foreign Direct Investment: A Study of India and China" 
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bureaucratic tangle for example, anti-FDI lobby, Infrastructural 
drawbacks, labour inefficiency and \inrest, lesser tax incentives, 
procedural disputes, non-implementation of appropriate projects, 
political instability, corruption, and red-tapism. 
Kwon, Yung-Chul22 in a research paper on "Effects of Vertical 
and Horizontal FDI Projects on a Host Country's Economy: Trade and 
Local Linkages" examined the effects of an FDI on a host country's 
trade balance and the local-linkages relative to various types of FDI 
Projects i.e. vertical FDI projects vs. horizontal FDI projects. It was 
assumed that the effects of FDIs on the host country's economy are 
different with regard to a vertical and horizontal FDI projects. Based on 
108 FDI pro]ects undertaken by Korean firms, it was ioxmd that vertical 
investment projects have a greater effect on both, the export-creation 
and import-creation than with horizontal investment projects. 
Horizontal foreign investment projects, however, have a greater effect 
than vertical foreign investment projects with respect to local linkages. 
These findings suggest that the host goverrunent's policy (e.g., 
incentives or regulations) towards inward FDIs should be differentiated 
by the types of FDI projects based on different contributions made to 
the host country's economy. 
In a paper entitled "Global FDI: Changed Scenario in the 90s" 
Badar Alam (1999)23 tried to examine the trend of global FDI flow to 
different regions of the world especially South Asia (India). He 
illustrated that between 1989 and 1992, FDI flows to developed world 
have gone down by more than 50 per cent but FDI flows to developing 
22 K w o n , Yung-Chu l ; "Effects of Vertical and Horizontal FDI Projects on a Host Country's 
Economy: Trade and Local linkages", Fore ign T r a d e Review. 
23 Iqbal , Bada r A l a m (1999); "Global FDI: Changed Scenario in the 90s", P r a b a n d h , Apr i l -
December . 
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world did register a faster rate of growth. The major and most vital 
factor responsible for this rise in FDI flows to developing world has 
been the initiation of economic reforms in different regions. 
Bharathi and Parthipan (2007)24 in a paper on "A Comparative 
Study on FDI with Particular Reference to India and China" have made 
a comparative analysis of the FDI from the various coimtries and their 
MNCs into India and China over the period 2001 - 2005. The basic 
premise of the study was to bridge the long gap between the two 
countries in attracting non-debt creating FDI flows, which 
fundamentally looks into their FDI-attracting potentials. The study 
aimed to bring out the possible factors for China's success in attracting 
FDI inflows. It tried to find the reasons for China's successes and India's 
weaknesses to capitalize on opportunities. Thus, an attempt has been 
made in this study, to explore the pattern of FDI inflows by the 
corporates into these two countries and their comparisons. The study 
also analyzed the general investment scenario to justify the differences 
and finally to take honie complimentary and critical observations for 
our country. The study mainly focused on areas where it is possible for 
India to attract larger FDI inflows provided appropriate specific and 
generic MNC-friendly policies are put in place. Thrust has been given to 
areas like real-estate growth, export-oriented businesses, and the 
successful Chinese model of SEZs. The study emphasized the synergy 
of both the Government and private sector in framing and aiding the 
FDI process. On the basis of an extensive examination of the Indian and 
Chinese data, this study concludes that India falls short of China in all 
these respects. This study recommends the Indian government to 
2* S. Vijaykumar Bharathi and P. Parthipan (2007); "A Comparative Study on FDI with Particular 
Reference to India and China"; Delhi Business Review X Vol. 8, No. 1, January - June. 
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redesign its policies in each of these directions. Some of the other 
recommendations include desirable infrastructure facilities, relaxation 
of SSI regulations, lower commodity and utility prices, lower indirect 
taxes, lower import duties on raw materials, fiscal and other fillips to 
encourage some specific types of investiiient, incentives for new 
business promotion, harmonization of government policies and 
reduction of red-tapism. 
Ramamurthy and Subramanian (2007)25 in the paper titied "FDI: 
India Vs. China (A Comparative Analysis - Sector-Wise With a Global 
Perspective)" stated that India and China are two emerging economies, 
one with a U - shaped growth and the other with a V - curved one, but 
both have a long way to go in fulfilling their agendas. According to 
authors presently, China is ahead of India in mobilizing inflows 
through FDI, but the scenario is fast changing. The facts and figures also 
showed a growth trend in FDI inflow in almost all sectors of the growth 
component The authors concluded that the key issues which facilitated 
and attracted FDI inflows into India and probably the issues which 
make a withdrawal from China, and also the contributory factor of 
atti-acting investments in both the counti-ies, needs to be debated upon. 
Nalsar and Prasad (2007)26 in a paper titied "FDI and the Legal 
Profession in India" have made an attempt to look at the consequences 
of allowing FDI and foreign collaboration in the legal services sector in 
India. Most sectors of the Indian economy are now at least partially 
open to foreign investment, with certain exceptions. The Indian 
government continues to prohibit or severely restrict FDI in certain 
25 Shanta Ramamurthy and R. Subramanian (2007); "FDI: India vs. China (A Comparative 
Analysis - Sector-Wise zvith a Global Perspective)"; Delhi Business Review X Vol. 8, No. 1, 
January - June. 
^ Shilpi, Nalsar and Priti Prasad (2007); "FDI and the Legal Profession in India"; Delhi Business 
Review X Vol. 8, No. 1, January - Jime. 
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politically sensitive sectors, such as agriculture, retail trading, railways 
and real estate. According to them some sectors still require 
government approval. Within the global economy, the significance of 
trade in services currently amounts to well over two trillion US dollars, 
a sixth of total world trade. Thus, in this paper an attempt was made to 
analyze the whole question from the views of the lawyers. 
Pateria (2007)27 in the paper titled "The Economics of FDI -
Incentives" suggested that the use of investment incentives focusing 
exclusively on foreign firms, although motivated in some cases from a 
theoretical point of view, is generally not an efficient way to raise 
national welfare. The main reason is that the strongest theoretical 
motive for financial subsidies to inward FDI Spillovers of foreign 
technology and skills to local industry is not an automatic consequence 
of foreign investment. The potential spillover benefits are realized only 
if local firms have the ability and motivation to invest in absorbing 
foreign technologies and skills. To motivate subsidization of foreign 
investment, it is therefore necessary, at the same time, to support 
learning and investment in local firms as well. 
Mohanty (2007)28 in a paper on "Examining Challenges of 
Liberalization in the Context of Poverty and Development" has 
highlighted that globalization has affected the various economies of the 
World differently. However, globalization has not worked for many 
poor countries of the world. According to author, IMF and WTO have 
mismanaged the process of privatization, liberalization and stabilization 
that many third world countries now are actually worse off than they 
27 Parag Pateria (2007); "77K Economics of FDI - Incentives"; Delhi Business Review X Vol. 8, 
No. 1, January - June. 
28 Jagannath Mohan ty (2007); "Examining Challenges of Liberalization in the Context of Poverty 
and Development"; Delhi Business Review X Vol. 8, No. 1, January - June. 
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were before. Various factors such as social set up, internal conditions, 
political stability/instability, formulation and proper implen\entation of 
policies etc. by the government greatly affect the FDI inflows and hence 
economic development of a country. He suggested that in order to 
increase the economic development, India should follow the example of 
China. For instance, in the case of China, the cheaper labour rate, open-
up of policies have attracted foreign capital & the MNCs have largely 
invested in the manufacturing firms/units that not only boosted 
China's export but also provided the protection to domestic industries. 
It has not only accelerated the economic development but has made 
China one of the 'Economic Giants' in the World. Whereas in case of 
India, social diversity, political instability, wrong planning, wrong 
policies of the government and their improper implementation, 
bureaucracy, corruption, red tapism, under performance etc. have all 
resulted in less FDI and hence, the slower pace of economic 
development as compared to China. To increase the pace of economic 
growth in India, these trends must be changed. 
M. Karunakar (2007)29 in a study on "The Dynamic Facets of 
Globalized Insurance Industry - Trends and Prospects" looked into the 
insurance sector in India is at the threshold of widespread growth. With 
a reportedly annual growth rate of 15-20 per cent and the largest 
number of life and non-life insurance policies are in force, the potential 
of the Indian insurance industry is huge. In this paper an attempt has 
been made to discuss the current state of global insurance industry, the 
role of regulatory body on this sector, relevance and role of 
Bancassurance, the emergence of Micro- ir\surance and growing 
29 M. Karunakar (2007); "The Dynamic Facets of Globalized Insurance Industry - Trends and 
Prospects"; Delhi Business Review X Vol. 8, No. I, January - June. 
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Opportunities in the globalized insurance Industry. 
Mann and Lalit (2007)3° in a paper on "India Shining: Investment 
Destination for Retail Segment" have made an attempt to compare and 
understand the flow of Foreign Investment in India. A threadbare 
discussion has been made on factors affecting FDI in Indian Retailing 
Sector, and factors against the FDI in retail. This paper suggests that, 
India needs today to lessen the rural - urban divide. This can be done 
through the help of big pocket entrepreneurs entering the country. 
Sahoo (2006)31 in the paper namely "Foreign Direct Investment in 
South Asia: Policy, Trends, Impact and Determinants" concluded that 
there has been a positive change in policies with regard to FDI with 
efforts directed more towards bilateral trade agreements and providing 
investment incentives to foreign investors in all South Asian countries 
(India, Pakistan, Bangladesh, Sri-lanka and Nepal). However, there are 
still procedural delays, reserved industries where foreign investors are 
not allowed to invest and ceilings in many industries/sectors in each of 
these countries. This study showed that the basic indicators, including 
infrastructure, in all above five South Asian countries lack adequate 
infrastructure facilities and governance. Thus, more effective public 
investment on economic and social irifrastructure, along with stable 
economic policies to create an enabling environment, would attract 
more foreign direct investment. Analyses of FDI flows to South Asian 
countries revealed that there has been an increasing trend of FDI into 
South Asian countries. However, apart from India, the share as well as 
the absolute volume of FDI inflow to these coxmtries is negligible. An 
30 Puja W a l i a M a n n a n d Lal i t Asija (2007); "India Shining: Investment Destination for Retail 
Segment"; Delhi Business Review X Vol. 8, No. 1, January - June. 
31 P r a v a k a r S a h o o (2006); "Foreign Direct Investment in South Asia: Policy, Trends, Impact and 
Determinants"; ADB Institute Discussion Paper No. 56, November. 
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analysis of FDI inflows to different sectors shows that FDI is largely 
domestic market oriented in India and Pakistan, whereas it is 
concentrated in a few export-oriented industries in Sri Lanka and 
Bangladesh. The results of FDI impact on growth show that FDI has a 
positive and significant impact on growth for four south Asian 
countries. Therefore South Asian countries need to improve their 
domestic investment, exports and infrastructure facilities, along with 
more foreign investment, to achieve higher growth. Further, FDI has a 
positive impact on export growth through its positive spillovers for 
South Asian countries. Though FDI does not affect domestic investment 
in the current period, it has a positive and sigiuficant impact affect over 
time through dynamic effects. 
The results of panel co-integration estimation reveal that FDI and 
all its potential determinants have a long nm equilibrium relationship. 
According to this study the major determinants of FDI in South Asia are 
market size, labor force growth, infrastructure index and trade 
openness. Authors suggested that overall South Asian countries need to 
maintain growth momentum to improve the market size, frame policies 
for better use of the abundant labor force, improve infrastructure 
facilities and follow more open trade policies to attract increased FDI. 
Haskel etal. (2007)32 in a paper on the topic "Does Inward FDI 
Boost the Productivity of Domestic Firms?" examined the productivity 
spillovers from FDI to domestic firms and if so, how much should host 
countries be willing to pay to attract FDI? To examine this issue they 
used a plant-level panel covering U.K. manufacturing from 1973 
through 1992. Consistent with spillovers, they estimated a robust and 
32 Jonathan E. Haskel, Sonia C. Pereira and Matthew J. Slaughter (2007); "Does Inward Foreign 
Direct Investment Boost the Productivity of Domestic Firms?"; Review of Economics and 
Statistics", Vol. 89, No. 3, August, pp. 482-496 
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significantly positive correlation between a domestic plant's TFP and 
the foreign-affiliate share of activity in that plant's industry. Typical 
estimates suggested that a 10-percentage-point increase in foreign 
presence in a U.K. industry raises the TFP of that industry's domestic 
plants by about 0.5%. 
Li and Moshirian (2003)33 in a paper entitled "International 
Investment in Insurance Services in the US" analyzed and discussed the 
determinants of FDI in insurance services in the US. This study 
demonstrates that solid economic fimdamentals in the host countries 
are the major factors which attract FDI in insurance services, while the 
uncertainty of the international exchange market increases the 
investment risk and reduces foreign investors' willingness to invest. 
The empirical results of this study indicate that NI, the source countries' 
insurance market size and financial development of the host countries 
contribute to the expansion of FDI in insurance services, while the 
relatively higher wages and higher cost of capital in the host countries 
discourage FDI in insurance services. The empirical results also suggest 
that FDI in insurance services complement FDI in banking as well as 
total trade in insurance services. 
Li etal. (2003)34 in the article on the theme "The determinants of 
Intra-Industry Trade (IIT) in Insurance Services" have analyzed and 
measured the magiutude and determinants of IIT in insurance services 
for the United States. The empirical results of the determinants of IIT 
indicate that FDI in insurance services is a significant contributor to the 
Donghui Li and Fariborz Moshirian (2003); "International Investment in Insurance Services in 
the US"; [accessed online at http://www.sciencedirect.com/science? Ob=article URL & 
udi=B6VGV-4B7D938-l], December. 
^ Donghui U; Fariborz Moshirian and Ah-Boon Sim (2003); "The Determinants of Intra-
Industry Trade in Insurance Services"; The Journal of Risk and Insurance, 2003 Vol 70 No 2 
269-287. - ' • . 
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volume of trade in insurance services. These empirical findings confirm 
the new theoretical trade models that, unlike the traditional trade 
theory that considered trade and FDI in insurance services as 
substitutes, trade and FDI complement each other and hence 
multinational insurance companies are contributing to an increase in 
the volume of trade in insurance services. Furthermore, this study 
shows that trade intensity between the United States and its trading 
partners leads to product differentiation in insurance services and hence 
an increase in consumer welfare. 
Pradhan (2007)35 i^ the paper namely "Are the Asian FDI Inflows 
Co-integrated with the Indian FDI Inflows? Empirical Research 
Findings" investigated the linkage of FDI iriflows between India and 
four other Asian countries, viz., Japan, Hong Kong, Singapore and 
Malaysia. The empirical investigation follows annual data of FDI 
inflows during 1970-71 to 2004-05. The technique employed for the 
same is co-integration test, which is followed by the unit root test. The 
empirical results clarify that FDI iriflows of four Asian countries along 
with India, have a unit root at the level data, but found to be stationary 
at the first difference level The cointegration test finally confirmed that 
the FDI inflows of four Asian countries are cointegrated with India's 
FDI inflows. The implication of this finding is that the FDI inflows of 
India can be used to predict the FDI iriflows of Japan, Singapore, Hong 
Kong and Malaysia. 
In the paper on the theme "Foreign Direct Investment and 
Growth in India: A Cointegration Approach"; Chandana and Parantap 
35 Rudra Prakash Pradhan (2007); "Are the Asian FDI Inflows Co-integrated with the Indian FDI 
Inflows? Empirical Research Findings"; The ICFAI Journal of Financial Economics, ICFAI Press, 
Volume.!, March, pp. 35-42. 
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(2002)36 explored the two-way link between FDI and growth for India 
using a structural co-integration model with Vector Error Correction 
Mechanism. The existence of two co-integrating vectors between GDP, 
FDI, the unit labour cost and the share of import duty in tax revenue is 
found, which captures the long run relatioriship between FDI and GDP. 
A parsimonious Vector Error Correction Model (VECM) is then 
estimated to end the short run dynamics of FDI and growth. Their 
VECM model reveals three important features: (a) GDP in India is not 
Granger caused by FDI; the causality runs more from GDP to FDI; (b) 
Trade liberalization policy of the Indian government had some positive 
short run impact on the FDI inflows and (c) FDI tends to lower the unit 
labour cost suggesting that FDI in India is labour displacing. 
Blomstrom and Kokko (2003)3^ in the paper entitled "Human 
Capital and Inward FDI" concluded that there is potential for 
significant 'spillover effects' from FDI into host countries. They 
identified some limitations of this potential, however, to do with the 
stock of human capital, the interest in local firms of promoting skills 
transfer and the competition environment. They proposed that an 
analysis of the type of FDI flowing to different regions and countries 
could provide clues to the potential for maximizing the gains to local 
skills accumulation. 
Palit and Nawani (2007)38 in the research paper on 
"Technological Capability as a Determinant of FDI Inflows: Evidence 
from Developing Asia and India" made an attempt to explain the 
36 Chakraborty, Chandana and Basu, Parantap (2002); "Foreign Direct Investment and Growth in 
India: A Cointegration Approach"; Appl ied Economics, VoI.34:9, pp.1061 - 1073 
37 Magnus Blomstrom and Ari Kokko (2003); "Human Capital and Inward FDI"; CEPR 
Discussion Paper No. 3762 [accessed on 1 9 * June, 2008 at 
http://papers.ssrn.com/sol3/papers.cfm?abstractjd=3879000], February 2003. 
38 A m i t e n d u , Pa l i t a n d S h o u n k i e , N a w a n i (2007); "Technological Capability as a Determinant of 
FDI Inflows: Evidence from Developing Asia and India"; ICRIER, W o r k i n g P a p e r N o . l 9 3 , Apr i l . 
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country-wise variations in the pattern of FDI flows to developing Asian 
economies by empirically identifying location specific features 
influencing such flows. The paper argues that some countries in the 
region, which have developed long term sources of comparative 
advantages in the form of superior technological capabilities and 
supporting infrastructure, have consistently attracted greater volumes 
of export-oriented FDI. These attributes are also crucial for explaining 
the steady improvement in FDI flows to India. The paper suggests that 
with production processes becoming increasingly complex and 
technology-intensive, developing countries like India, must devote 
greater attention to the development of R&D and frontier technologies, 
failing which, they might lose out in the race for FDI. 
Bajpai and Sachs (2000)3^ in the paper entitled "FDI in India: 
Issues and Problems" have attempted to identify the issues and 
problems associated with India's current FDI regime and more 
importantly the other associated factors responsible for India's 
unattractiveness as an investment location. Despite India offering a 
large domestic market, rule of law, low labor costs, and a well working 
democracy, her performance in attracting FDI flows has been far from 
satisfactory. This study observed that a restrictive FDI regime, high 
import tariffs, exit barriers for firms, stringent labor laws, poor quality 
infrastructure, centialized decision-making processes, and a very 
limited scale of EPZs make India an unattractive investment location. 
Bloodgood (2007)40 in a project report on "Competitive 
Conditions for Foreign Direct Investment in India" examined FDI in 
39 Nirupam Bajpai and Jeffrey D. Sachs (2000); "FDJ in India: Issues and Problems"; Harvard 
Institute for International Development, Harvard University, Development Discussion Paper 
No. 759. 
*" Laura Bloodgood (2007); "Competitive Conditions for Foreign Direct Investment in India"; 
Cornell University, Key Workplace Documents Federal Publications. 
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India (country-wise and industry-wise), in the context of its economic 
and regulatory environment. This study also discusses specific 
investment activities of multinational companies in India, representing 
a wide range of countries and industries. To illustrate the driving forces 
behind these trends, the study also discusses the investment climate in 
India, Indian government incentives to foreign investors, particularly 
SEZs, the Indian regulatory enviroiunent as it affects investment, and 
the effect of India's global, regional, and BTAs on investment from the 
US and other coimtries. Finally, the study presents two case studies. 
The first one examines global FDI in India's automobile industry and 
the second one analyzes the effects of India's 2005 Patent law on FDI in 
the pharmaceutical industry. 
In a detailed study by Nayak and Dev (2005)« on the topic "Low 
Bargaining Power of Labour Attracts FDI to India" has looked into the 
question that whether there exists any nexus between the bargaining 
power of labor and the flow of FDI? because in the present era of 
economic liberalization due to disempowerment of labor — numerical 
decline of the organized workforce, weakening of trade unions and the 
consequent decline in the bargaining power of labor have become quite 
visible. This study suggests that notwithstanding low and declining 
capital-output ratio and high labor efficiency as the obvious 
determinants of increasing FDI flow, the Indian scenario suggests that 
FDI flows to the destinations where workers have a low and declining 
bargaining power. 
xu^ t^.T^ "^"^  ^""^^ °^^ (^"°^)'' "^^^' S'"-^«''"«^ P^'^r Of Labour Attracts FDI to India"-
Ihe ICFAI Journal of Financial Economics; Vol. Ill, June, 2; pp. 52-55. 
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Banga (2006)42 in one of the empirical paper on "The export-
diversifying impact of Japanese and US FDI in the Indian 
Manufacturing Sector" highlighted the export-diversifying impact of 
FDI in a developing country. According to him, FDI may lead to export 
diversification in the host country if it positively affects the export 
intensity of industries that have a low share in world exports. 
Indirectly, FDI may encourage export diversification through spillover 
effects: that is, the presence of FDI in an industry may increase the 
export intensity of domestic firms. The empirical results for the Indian 
economy in the post-liberalization period show that FDI from the US 
has led to diversification of India and its exports, both directly and 
indirectly. However, Japanese FDI has had no significant impact on 
India and its exports. 
In one of the paper namely "Impact of Trade Liberalization on 
Foreign Direct Investment in Indian Industries" by Bishwanath and 
Banga'*^ , vmdertook analyses at three levels and the results arrived at 
different levels indicate that trade liberalization has had a favourable 
effect on FDI flows in India. It was also found that the regions having 
greater extent of international trade are able to attract greater amount of 
FDI. They concluded that although liberalization has led to a substantial 
increase in intra-industry trade, much of the intra-industry being 
horizontal in nature in India is not found to have a strong favourable 
effect on FDI. 
« Banga, Rashmi (2006); "Tlie Export-Diversifying Impact of Japanese and US Foreign Direct 
Investments in the Indian Manufacturing Sector"; Journal of International Business Studies, Vol. 
37 (4), July, pp.558-568 [Acessed at http://www.palgrave-
joumals.com/jibs/jouTnal/v37/n4/pdf/8400207a.pdf]. 
« Goldar, Bishwanath and Banga, Rashmi; "Impact of Trade Liberalization on Foreign Direct 
Investment in Indian Industries"; Working Paper No. 3607, [Accessed at 
http:/ / www.unescap.org/ tid/ artnet/ pub/ wp3607.pdf]. 
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In one of the study on "Performance Differentials between Indian 
and FDI Companies in India: Some Explanations" by Denis (2005) ^, it 
was found that FDI comparues outplayed Indian companies in 
performance and also that the differences between the two widened 
over the years. Using literature on the relatioriship between conduct 
and performance, and expected outcome of policy changes —the 
observed performance differentials were explained in terms of R&D 
intensity, advertising intensity, vertical integration, salaries and wages 
intensity, export intensity, and import intensity. It was found that all of 
them, except import intensity does influence profit margin of Indian 
companies. However, salaries and wages and export intensity had 
negative influence. In contrast to this, only advertisement and salaries, 
and wages intensity were found to negatively influence profit margin of 
FDI companies and vertical integration had positive influence. 
Research paper entitled "Foreign Capital Inflows into India: 
Determinants and Management" by Soumyen (2005)^ 5 provides a 
comprehensive review of the issues relating to external capital flows 
into India during the post-liberalization period. It then delineates the 
major policy issues arising out of the various concerns. The paper 
illustrates the differential impact of different types of capital inflows 
through an extension of standard Mundel-Fleming Analysis. The 
conclusions are: (1) an increase in FFI causes currency appreciation and 
contraction in output and (2) an increase in FDI may lead to a rise in 
income if the direct plus indirect (crowding in) effects are strong 
enough. This contrasts with the Standard Mimdell-Fleming model 
•WRajakumar ], Dennis (2005); "Performance Differentials between Indian and FDI Companies in 
India: Some Explanations"; Vol. II (2), May, The ICFAI Journal of Industrial Economics, ICFAI 
Press, pp. 31-45. 
« Sikdar, Soumyen (2006); "Foreign Capital Inflows into India: Determinants and Management"; 
INRM Policy brief No. 4, ADB. 
26 
Introductory Background and Framework of the Study 
where additional capital inflow is always contractionary because it 
leads to a fall in net exports through currency appreciation. 
Qian etal. (2002)46 in a research paper entitled "Determinants of 
foreign direct investment across China" have analyzed the spatial and 
temporal variation in FDI among China's 30 provinces from 1986 to 
1998. After examining changes in importance of FDI determinants 
through time, they found that the cumulative FDI relative to cumulative 
domestic investment has a negative impact on the new FDI. It was 
suggested that provincial officials have to improve the investment 
environment; otherwise, MNCs may choose to invest in provinces with 
fewer FDI competitors. However, it explains the FDI distribution in the 
coastal provinces better than it does for Central and Western provinces. 
Mathiyazhagan (2005)^ ^ in one of research paper namely "Impact 
of FDI on Indian Economy: A Sectoral Level Analysis" examined the 
long-nm relationship of FDI with the Gross Output (GO), Export (EX) 
and Labour Productivity (LPR) in the Indian economy at the sectoral 
level by using the annual data from 1990-91 to 2000-01. The study uses 
the Panel Co-integration (PCONT) Test and the results demonstrate that 
the flow of FDI into the sectors has helped to raise the output, labour 
productivity and export in some sectors but a better role of FDI at the 
sectoral level is still expected. Results also reveal that there is no 
significant co-integrating relationship among the variables like FDI, GO, 
EX and LPR in core sectors of the economy. This implies that when 
there is an increase in the output, export or labour productivity of the 
sectors it is not due to the advent of FDI. Thus, it was concluded that 
"6 Sun.Qian , Tong.Wilson, and Yu. Qiao (2002); "Determinants of Foreign Direct Investment 
Across China"; Journal of International Money and Finance 21, pp.79-113. 
••7 Mathiyazhagan, Maathai K. (2005); "Impact of FDI on Indian Economy: A Sectoral Level 
Analysis"; IS AS Working Paper, No.6, November, 17, Singapore. 
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the advent of FDI has not helped to yield a positive impact on the 
Indian economy at the sectoral level. Thus, the major suggestion of this 
study was that in the eve of India's plan for further opening up of the 
economy, it is advisable to open up the export oriented sectors so that a 
higher growth of the economy could be achieved through the growth of 
these sectors. 
In a paper entitled, "Foreign Investments - Evidences from South 
and East Asian Economies"; Juan Pinero etal (2007)^ 8 examined 
whether FDI inflows in South and East Asian economies posses any 
barriers which are deterring to attract FDI of their actual potential? If so, 
what are those various set of barriers? These questioris are addressed in 
this study using cross section time series data for 17 South and East 
Asian economies from 1996 to 2005. They coined the term 'quality of 
FDF which is a function of higher per capita FDI inflows, lower 
volatility in FDI inflows and higher bilateral investment treaties 
between the host country and rest of the word. They tested this against 
the possible set of barriers, including, socio-economic, labour, policy 
and iristitutional barriers using pooled regression analysis. Their overall 
empirical evidence suggests that all the possible set of barriers have a 
negative effect in stimulating the 'quality of FDI'. There is an urgent 
need for South and East Asian economies to address these set of barriers 
which are acting as stumbling block in not allowing to attract FDI of 
their actual potential. 
*^ Chousa, Juan Pinero; Vadlamannati, Krishna Chaitna; Aristidis, Bitzenis P. & Tamazian, 
Aristidis (2007); "Foreign Investments - Evidences from South & East Asian Economies"; 
University of Santiago Decompostela, Spain. 
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Juan Pineiro etal. (2008)49 in the paper namely "Does Growth and 
Quality of Capital markets Drive Foreign Capital? - The Case of Cross-
Border M and As" examined the interrelationship between firm level 
FDI in the form of cross border M and As and capital markets growth 
and quality. They addressed this question using panel data of cross 
border M and As for nine emerging economies. The study period goes 
from 1987 to 2006. They found that the stock market variables, viz., 
capitalization and value addition encourage the number of deals and 
value of cross border M and As. However, the association with 
regulatory and financial reforms is much stronger and robust. After 
interacting both the stock market variables with financial and 
regulatory reforms variables, they found coefficients proved to be 
higher than other variables, suggesting that higher reforms in capital 
markets could increase firm level FDI. Moreover, the results are found 
to be extremely robust when they replaced stock market variables with 
squared values of the same, reiterating the fact that larger is the growth, 
greater is the inflow of firm level FDI in the form of cross border M and 
As. 
Prasada and Satyanarayana (2007)50 in a research paper on "the 
Rising Trends of the Insurance Industry in India" focused on the 
changing scenario of the insurance industry, its challenges and the 
strategies to offset the current challenges of the Indian insurance 
industry. Their study showed that the success of the insurance industry 
depends upon meeting the rising expectations of the consumers, who 
are th^ real kings in the liberalized insurance market. Their study 
"9 Chousa, Juan Pineiro; Tamazian, Artur & Vadlamannati, Krishna Chaitanaya (2008); "Does 
Growth and Quality of Capital Markets Drive Foreign Capital"; Turkish Economic Association 
Discussion Paper No. 5, March [accessed atht tp: / / www.tek.org.tr]. 
50 Rao, S.S Prasade & Chary, T. Satyanaryana (2007); "The Rising Trends of Indian Insurance 
Industry". 
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concluded that Life insurance products, have to compete with saving 
and mutual funds; hence should offer various dimensions of risk, return 
and flexibility, so that they can be linked to stock market indices, 
inflation, etc making them more competitive and appropriate for 
risk/return appetite of different investors, as at present there are no 
such products. 
Banga, (2003)5i in a paper entitled "Impact of Government 
Policies and Investment Agreements on FDI Inflows" has first analysed 
aggregate FDI inflows to fifteen developing countries of South, East and 
South East Asia for the period 1980-81 to 1999-2000. Separate analyses 
are then undertaken for FDI from developed and developing countries. 
The results based on random effects model show that fiscal incentives 
do not have any significant impact on aggregate FDI, but removal of 
restrictions attracts aggregate FDI. However, FDI from developed and 
developing countries are attracted to different selective policies. While 
lowering of restrictions attract FDI from developed countries, fiscal 
incentives and lower tariffs attract FDI from developing countries. 
Interestingly, BITs, which emphasize non-discriminatory treatment of 
FDI, are found to have a significant impact on aggregate FDI. But it is 
BITs with developed countries rather than developing countries that are 
found to have a significant impact on FDI inflows to developing 
countries. 
Chaitanya (2005)52 in a research a paper entitled "Liberalization, 
Privatization and Globalization of Insurance Sector in India" studied 
the general scenario of Indian insurance sector. The author emphasized 
that insurance sector was thrown open to private players to strengthen 
51 Banga, (2003); "Impact of Government Policies and Investment Agreements on FDI Inflows"; 
ICRIER Working Paper No. 116, November. 
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the forces of competition and high growth rate over 20 percent and over 
18 percent respectively in life insurance and non-life sector was orUy 
due to reforms in this sector. The main observations of his study were 
that the biggest challenge before this industry is the turbulence market 
place and excess competition on many fronts. 
Rao (2006)53 in a written article on "Insurance: Issues and 
Challenges" has studied the Indian insurance sector in general. Author 
emphasized that during the last five years, the Indian insurance 
industry has undergone dramatic changes. According to the author, 
there is enormous scope and potential for the insurance industry to 
provide health insurance in India. The General insurers have to come 
out with innovative products in the personal lines if they are to expand 
business. Some of the untapped areas include long term health policy, 
and professional liability insurance annuities and pensions related 
products to meet the growing needs of the ageing population. This 
comprehensive study further pointed out the following issues and 
challenges: 
a. Due to demographic change in India, companies have to provide 
products and services with what is available in advanced 
countries; 
b. Matching Asset-liability; 
c. Falling interest rates would pose a great challenge to the shortfall 
between pay - outs and expected returns from investments. The 
industry has to develop advanced skills in this area including the 
use of modeling techniques; 
' Rao, C. S (2006); "Insurance: Issues and Challenges"; Yojana, April, p.4-9. 
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d. To put in place basic infrastructure before de-tariffied regime is 
affected. This would include upgrading underwriting skills of the 
underwriters, using IT systems, ways and means to protect the 
policyholders, scientific and adequate pricing of covers, etc. 
e. For outsourcing purposes managing relationship with external 
vendor 
The author suggested that the industry needs to focus on 
building their capability and capacity and this will be fulfilled only 
when the expertise is developed in the areas of underwriting, 
asset/liability management, investments, strategic management, 
actuarial expertise and IT. It was also suggested that providing 
insurance to low income households by minimizing transaction cost 
will be a key challenge before this industry. 
In an article on the topic entitled "Indian Irisurance Industry-
Overview" by the Editorial team of Yojana,^ ^ has presented an overall 
position of Indian insurance industry in the post-liberalization period 
by analyzing the parameters like insurance penetration, insurance 
premium, insurance density, customer satisfaction and investment in 
infrastructure and social sector. This article emphasized that overall this 
industry witnessed the beneficial effects of competition in the insurance 
sector in the post liberalsation period. In this period, life insurance is 
growing faster as compared to non-life on the one hand and on the 
other customer service is one of the important areas that witnessed the 
most significant change. This article concluded that, best international 
practices in service and operational efficiency through use of latest 
technologies, need based selling and professional advice to the 
54 Indian Insurance Industry- Overviexo (2006); Yojana- A Development Monthly (English) with 
inputs from Conference on Insvirance organized by FICCI, April, pp. 10 -16. 
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customer through trained sales force and advisors, is bound to make a 
significant impact in the Indian insurance industry. 
Lipson (2001)55 in a note on "GATS and Trade in Health 
Insurance Services" provides a background on the treatment of health 
insurance services by the GATS of the WTO and explains the relevance 
of current GATS negotiatioiis for health insurance trade. It reviews 
some of the issues addressed in current GATS negotiations and their 
potential implications for market access commitments covering health 
insurance. It concludes by reviewing the opportunities, risks and 
challenges presented by GATS for national policies and regulations 
affecting health insurance. Further, this study points out that the entry 
of foreign suppliers makes it more urgent for countries to create an 
effective regulatory framework and build capacity to enforce those 
regulatior\s, for the health insurance sector. Until such a system is in 
place, it could be harmful for developing countries to make full binding 
commitments in the health insurance sub-sector under GATS financial 
services schedules. 
Joshi (2003)56 in one of the article namely "Insurance Sector 
Reforms in India: the Emerging Scenario" has pointed out that the 
insurance industry in India today has a few enigmatic features. It is 
very old and yet it is new. Insurance traces its origin in the ancient 
Aryan period and has reinvented itself in the year 2000. This study also 
explains that it has awe-inspiring history besides setting itself on a fast 
track for awesome growth in the first decade of the new millennium. 
This study further elaborately explained how insurance sector reforms 
55 D e b r a J. L i p s o n (2001); "GATS and Trade in Health Insurance Services", B a c k g r o u n d N o t e for 
WHO Commission on Macroeconomics and Health; Working Group, Jime 4, Geneva, 
Switzerland. 
56 Josh i , N . N (2003); "Insurance Sector Reforms in India: the Emerging scenario". 
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have changed the face of Indian insurance sector. This article concludes 
that reforms in insurance sector had a favourable impact on this sector. 
Kapoor (2003)5^ in the article entitled "Issues and Challenges 
facing the Insurance Industry" remarks that Indian insurance industry 
has opened wide opportunities for service and infrastructure sectors. 
The author stated that the some of the major challenges that have to be 
addressed for charmelising growth of insurance sector are product 
innovation, distribution network, investment management, customer 
service and education. He further pointed out that the competition will 
result in the market to grow beyond current rates and offer additional 
consumer choice through the introduction of new products, services 
and price options. This article further suggests that development of 
industry code of conduct, contributing to a common catastrophe reserve 
fund and chalking out agreement to settle claims to the benefit of 
corisumer can be expected with concentrated efforts from all the 
players. These steps go in the long way for smooth functioning of this 
industry. 
Joshi (2003)58 in an article on, "Changing Mindset of professional 
Agents in the Emerging Insurance Scenario in India" has examined that 
the insurance industry in India is currently undergoing a major change 
with the induction of competition. The industry is at the threshold of a 
revolutionary change of environment which will have a significant 
impact on its various constituents like suppliers, sellers, service 
providers and consumer of insurance products and services. This study 
suggests that it would be desirable that this revolutionary change 
57Kapoor, T. (2003); "Issues and Challenges Facing the Insurance Industry". 
58Joshi, N. N (2003); "Changing Mindset of Professionab Agents in the Emerging Insurance Scenario 
in India". 
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process is harnessed effectively to serve sharing benefits of insurance 
companies and agents together. 
In the paper "Popular Attitudes, Globalization and Risk"; Noland 
(2004)59 has tried to throw light on the issue of popular opposition to 
globalization. According to the author this may be interpreted as 
xenophobia or hostility to market economics and signal country risk, 
including the degree of security risk—the possibility that local staff or 
facilities could be subject to discriminatory treatment, harassment, or 
attack. This paper integrates the few global attitudes data into a series of 
economic models on FDI, sovereign ratings, and local entrepreneurship 
and finds that some responses correlate with economic variables of 
interest, conveying information beyond what can be explained through 
standard models. This paper concluded that more tolerant coimtries 
attract more FDI, obtain better ratings, and exhibit more 
entrepreneurship. 
Ivar and Espen (2004)6o in a study on "Determinants of Foreign 
Direct Investment in Services" used industry level FDI data from 57 
countries 1989-2000, to examine the host country determinants of FDI 
flows in services as a whole and in the major service industries. 
Consistent with the observation that many services are non-tradable, 
they found that service FDI is market-seeking and unaffected by trade 
openness. Producer services are important in binding together vertically 
disintegrated chains of production, accordingly they found a strong 
correlation between FDI in manufacturing and FDI in finance and 
transport. 
59 Noland, Marcus (2004); "Popular Attitudes, Globalization and Risk"; Institute for International 
Economics, Working Paper No. 04-2, July. 
^ Kolstad, Ivar and VlUanger, Espen (2004); "Determinants of Foreign Direct Investment in 
Services"; Chr Michelsen Institute, Working Paper No. 2, Norway. 
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Bordo and Meissner (2007)6i in a study on "Foreign Capital and 
Economic Growth in the First Era of Globahzation" explored the 
association between economic growth and participation in the 
international capital market. In standard growth regressions, they 
found mixed evidence of any association between economic growth and 
foreign capital inflows. Taking a balance sheet perspective on crises and 
exploring other determinants of debt crises and currency crises 
including the currency composition of debt, debt intolerance and the 
role of political institutions, they argued that the set of countries that 
gained the least from capital flows in terms of growth outcomes in this 
period were those that had currency crises, foreign currency exposure 
on their national balance sheets, poorly developed financial markets 
and presidential political systems. They further suggested that countries 
with credible commitments and sound fiscal and financial policies 
avoided major financial crises and achieved higher per capita incomes 
by the end of the period despite the potential of facing sudden stops of 
capital iiiflows, major current account reversals and currency crises that 
accompanied international capital markets free of capital controls. 
Tapen (2002)^ 2 in the paper "Privatization of the Insurance 
Market in hidia: From the British Raj to Monopoly Raj to Swaraj" has 
given a detailed account of the institution of insurance in India since 
British period to the insurance liberalization period. According to the 
author after the independence, the industry was state-owned monopoly 
and during liberalization process of 1991. Nothing has happened to the 
" Bordo, Michael D. and Meissner, Christopher M. (2007); "Foreign Capital and Economic 
Growth in the First Era of Globalization", NBER, Working Paper No. 13577, November 
[Accessed at http://www.nber.org/papers/wl3577] 
« Sinha, Tapen (2002); "Privatization of the Insurance Market in India: From tlie British Raj to 
Monopoly Raj to Swaraj"; CRIS Discussion Paper Series, Centre for Risk & hisxirance Studies, 
Uruversity of Nottingham, UK. 
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institutional structure of insurance and it remained a monopoly. Only 
in 1999, a new legislation came into effect signaling a change in the 
insurance industry structure. The author suggested that too many 
regulations kill the incentive for the new insurers and too relaxed 
regulations may induce failure and fraud that led to nationalization. 
Besides this, he observed that the openness of the market did not mean 
a takeover by foreign companies even in a decade. Thus, according to 
him, it is xmlikely that the same will happen in India, especially when 
the foreign insurers cannot have a majority shareholding in any 
company. 
In a study on the "Foreign Direct Investment and Trade in Health 
Services: A Review of the Literature"; Richard (2004)63 has highlighted 
the scope of trade in health services with a review of past studies. 
According to the author, the FDI has been noted as perhaps the most 
critical area for trade negotiation because of the birth of GATS which 
aims to further liberalize trade in services. This paper provides the first 
comprehensive and systematic review of evidence concerning FDI and 
health services. Further, the following three issues have been explored 
in depth : (i) the extent to which a national health system is 
commercialized per se is of more significance than whether investment 
in it is foreign or domestic; (ii) the national regulatory environment and 
its 'strength' will significantly determine the economic and health 
impact of FDI, the effectiveness of safeguard measures and the stability 
of GATS commitments and (iii) any negotiations will depend upon 
parties having a common understanding of what is being negotiated, 
and the interpretation of key definitions is thus critical. The overall 
63 Smith, Richard D. (2004); "Foreign Direct Investment and Trade in Health Services: A Review of 
the Literature", Health Economics, Law and Ethics Group, School of Medicine, Health Policy 
and Practice, Uruversity of East Anglia, Norwich, UK. 
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conclusion of the study was that coxintries should take a step back and 
first think through the risks and benefits of commercialization of their 
health sector rather than being sidetracked in to considering the level of 
foreign investment. 
In view of the changing scenario of competition in the life 
insurance sector, Sinha (2007)64 in the paper "Premium Income of Life 
Insurance Industry: A Total Productivity Approach" compares 13 life 
insurance companies for the financial years 2002-03, 2003-04 and 2004-
05 in respect of technical efficiency and changes in total factor 
productivity. For the purpose of computation of technical efficiency and 
TFP, the net premium income of the observed life insurance companies 
has been taken as the output, and equity capital and the number of 
agents of insurance industries have been taken as the inputs. The results 
suggest that all the life insurers exhibit positive TFP growth during the 
period. 
3. RESEARCH GAP 
From the foregoing detailed review and analysis of literature, it is 
been observed that although plethora of literature on different facts, 
dimensions and aspects of FDI in India is available, yet there is dearth 
of literature especially dealing with the inflow of FDI in all its 
manifestations and the forms in the Indian insurance sector. As a matter 
of fact, since the insurance sector is a newly emerging industry arresting 
the attention of the scholars, academicians, government, corporates, 
economists, researches alike. Hence, very few write ups appeared 
scantly covering all the aspects of the Indian irisurance sector 
particularly the process of FDI in this sector. Therefore, an endeavour is 
**Ram Pratap Sinha (2007); "Premium Income of Life Insurance Industry: A Total Factor 
Productivity Approach"; The ICFAI Journal Of Financial Economics, Vol.V, March 1, pp. 61-69, 
ICFAI Press. 
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made in this proposed study to examine the aspects dealing with the 
inflows of FDI and their impact on the efficiency and effectiveness on 
the insurance sector. Furthermore, this study would examine the issue 
of increasing the FDI equity limit to 49 per cent and its implications on 
this sector. 
4. SCOPE OF THE STUDY 
FDI is not a new for Indian economy but after liberalization its 
role has changed significantly. Earlier the amount of FDI was low 
confronting to some selected sectors but now the inflow of FDI has 
grown exponentially and almost in all the sectors of the economy. The 
proposed study is, therefore, directed towards examining the different 
dimensions of FDI in the Indian economy since liberalization process. 
This study also takes up the case study of insurance sector to assess the 
inflow of FDI in this particular sector in the post reforms period i.e., 
from January, 2000 onwards. The proposed study also deals with the 
factors effecting FDI in insurance sector and implications of increasing 
FDI cap to 49 per cent in this sector. 
5. OBJECTIVES OF THE STUDY 
FDI has been and continues to be a subject of great interest. 
Historically, it has left a profound and indelligible mark in the 
economic and social organization of our country. In the light of the 
research gap, this proposed study is designed to cover the following 
objectives: 
i. To make study with regard to the introductory background 
including the significance and utility of FDI in the developing 
economies like India. 
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ii. To examine and assess the various aspects pertaining to the 
performance of FDI in India vis-^-vis sector-wise, country-wise, 
region-wise and year-wise in the pre and post-economic 
liberalization era. 
iii. To find out whether there exists any relationship between FDI, 
economic reforms and economic growth in India. 
iv. To appraise inflow of FDI in the insurance sector in the post 
liberalization period i.e. January, 2000 onwards. 
V. To highlight the future prospects of FDI inflow in the insurance 
sector and critically examine the implications of increasing FDI 
from 26 percent to 49 per cent in this sector. 
vi. And finally to come out with summary and findings of the study 
to offer some pragmatic suggestions for increasing FDI inflows in 
India to benefit the whole economy in general and insurance 
sector in particular. 
6. HYPOTHESES OF THE STUDY 
In the light of research gap and the objectives of the study, 
researcher would like to look into detail at the following research 
questions: 
• Whether FDI Climate in India has improved in the post 
liberalization era or not? 
• Whether the pattern of FDI has undergone a significant change 
since economic liberalization in India or not? 
• Whether the performance of Indian Insurance Sector has 
improved because of the increasing FDI inflows? 
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Besides these research questions, the researcher would like to test 
following hypotheses empirically and present its results for various 
policy implications on India: 
Hoi: The Null hypothesis is that there exists no significant 
relationship between economic growth and FDl inflows in 
India. 
Ho 2: The Null hypothesis is that economic reforms make no 
significant positive impact on FDI attractiveness in India. 
Ho 3: The Null Hypothesis is that the interactive effect of reforms 
and economic growth has not any positive impact on FDI 
attractiveness. 
Rejection of any of the above hypotheses will automatically make 
to accept the alternative hypothesis (Hi) in each case. 
7. RESEARCH METHODOLOGY 
In the light of the objectives and the hypotheses formulated, an 
attempt has been made in the present study to analyze the growth 
pattern of FDI in India since liberalization taking Indian insurance 
sector as the major case study. 
Methodology is a way of systematically solving the research 
problems. It may be understood as a science of studying how research 
problem is solved scientifically. In this context, the methodology that 
has been used in the study is as follows: 
i. Selection of Sample 
For the purpose of analyzing general trends and patterns of FDI 
in the pre and post liberalization period, data has been taken from 
January, 1991 to March, 2008. While for the purpose of using Probit 
Model and three-Stage Least Square Method, data has been taken for 
the period of 1975 to 2006. 
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For the purpose of analyzing different determinants and 
parameters of FDI in insurance sector in India, this study has been 
divided into two periods: pre-reforms period (i.e. before - 2000) and 
post-reforms period (2000 - onwards). For this purpose, data on FDI 
was taken from January 2000 to March 2008, as FDI was allowed only in 
the year 2000 in this sector. 
ii. Sources of Information 
The statistical data can be collected from the primary sources as 
well as secondary sources. The primary sources include data collected 
directly from the person concerned or indirectly through 
questionnaires, enquiries etc. The secondary sources include published 
and unpublished data collected from different organizations, institutes, 
agencies and government offices. The data used for this study is 
extensively based on the secondary sources only. The data used has 
been collected form the Ministry of Finance, the Ministry of Commerce 
and Industry and FDI Data Cell, DIPP, New Delhi. Consolidated figures 
from RBI Annual Reports, Economic Surveys, Budget Reports, Press 
releases of DIPP, IRDA Annual Reports have been gathered for first 
hand references. Reputed Journals like Delhi Business Review, The 
Journal of Risk and Insurance, The Indian Journal of Commerce, Gitam 
Journal of Management, The Foreign Trade Review have been also used 
for collecting relevant literature. Various News letters from CII, FICCI, 
CMIE, SIA, Indian Development Report, World Investment Report and 
business magazines such as business world, business today, business 
India, Yojana, The Economic and Political Weekly etc. and Newspapers 
like Business Standard, The Times of India, Economic Times, Financial 
Express, the Hindustan Times, The Business Line (online edition) and 
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the Hindu have been made extensive use-of for up-to-date information 
and referencing purposes. 
Some International level reports of IMF and the World Bank, IFC, 
World Development Report, UNCTAD's World Investment Report, 
Swiss Re, Sigma Reports dealing with different dimensions of FDI vis-^-
vis Indian insurance sector have been also used. 
Mostly, numerical data for analysis and interpretation has been 
extracted from various WIRs, Swiss Re Sigma Reports, IRDA Annual 
Reports, Economic Surveys, SIA Newletters, RBI Bulletin and RBI's 
various Annual Report. Besides above sources, up to date data was 
manually collected from FDI data cell, DIPP, Ministry of Commerce and 
Industry, New Delhi. 
iii. Data Compilation and Tabulation 
For the present study, information and relevant data has been 
collected from secondary sources mentioned above. After this, data 
related to FDI inflows and various parameters of insurance have been 
checked for its reliability and consistency. Then, this data have been 
tabulated as per the tabulation plan and then processed both through 
computer and manually. Thereafter, information has been interpreted 
by using different statistical tools and techniques to get results of the 
study. 
iv. Statistical Tools and Techniques 
For the purpose of statistical analysis, different explanatory and 
analytical techniques have been used which are based on the existing 
standard literature. For the interpretation of data various statistical tools 
have been used according to the requirement and suitability. The 
statistical methods like armual growth rate, f-stats, regressions 
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equations, probit model and three stage least square method have been 
used in this study. In addition, researcher has used Vadlamannati's 
(2007) comprehensive Economic Reform Index (ERI) for India to 
critically analyze the impact of economic reforms on FDI inflows and 
economic growth simultaneously. Besides this, simple statistical 
methods like arithmetic mean and percentage is also used to interpret 
the data correctly. 
8. LIMITATIONS OF THE STUDY 
During the compilation of the present thesis work, researcher 
found and faced a number of difficulties. Some of them are as under: 
i. Although enough of data on FDI was available with RBI, DIPP, 
Ministry of Commerce and Industry, UNCI AD but there was no 
consistency and similarity in the data. 
ii. FDI in the post-liberalization period was easily and up-to-date 
available but consistent and continuous FDI data on pre-
liberalization period was difficult to foimd as no organization has 
made efforts to compile it till date. 
iii. Since FDI in Indian insurance sector was allowed only in the year 
2000. Therefore, there was dearth of detailed FDI data availability 
on this sector. Only source of data was FDI Data Cell, DIPP, New 
Delhi. In addition, there was inconsistency in the year-wise data 
on insurance premiums, insurance density and insurance 
penetration in the pre-liberalization period of this sector. 
iv. Besides above, sample available for statistical analysis of FDI in 
insurance sector was too short (i,e merely 8 years from January, 
2000 to December, 2007) to measure the trend and pattern of FDI 
in this sector. Therefore, showing empirically the impact of FDI in 
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Indian insurance sector was not possible through empirical 
testing. It would have given spurious results as sample available 
was only for 8 years which should be at least 30 plus. 
v. Lastly, it is important to note that missing data do not necessarily 
mean that the iriformation does not exist in the country or 
outside. Rather, it may indicate that researcher did not find any 
information in the sources used for this study. 
9. STRUCTURE OF THE THESIS 
After taking objectives and hypothesis into consideration, the 
researcher has divided this study into five systematic and logical 
chapters. These are: 
Chapter 1 : Introductory Background and Theoretical Framework of 
Study 
Chapter 2 : FDI: A Conceptual Approach 
Chapter 3 : Growth Pattern of FDI in India: A Pre and Post Economic 
Liberalization Analysis 
Chapter 4 : Post Liberalization Evaluation of Indian insurance Sector 
and Inflow of FDI: A Case Study 
Chapter 5 : Conclusions, Recommendations and Suggestions 
10. NEED AND SIGNIFICANCE OF THE STUDY 
As it is clear from the review and analyses of past and current 
studies that a number of studies have looked at the trends and impact 
of FDI in Indian economy. However, none of the studies till now has 
been undertaken to examine the impact of economic reforms on FDI 
attractiveness and FDI inflows in India. Besides, this study is novel as it 
analyses the pattern, potential drivers and implications of FDI in the 
45 
Introductory Background and Framework of the Study 
Indian insurance sector. Moreover, this study proposes a theoretical 
model to increase the equity cap from the present 26 per cent to 49 per 
cent which is the need of the present market conditions. Therefore, it is 
in this perspective that the need of this study is felt. 
In the next chapter, the researcher has made an attempt to explain 
all concepts and fundamentals related to FDI in India. This exercise may 
prove helpful in accurate interpretation of different concepts and 
variables used in the present study. In this way, it may further assist in 
correct and accurate analysis and interpretation of results of this study. 
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2.1. INTRODUCTION 
The introduction of FDI has been a subject matter of typical 
interest in the realm of academic discussion and study in the present 
increasingly interdependent, open and competitive world. Different 
people have different perceptions and approaches to understand the 
concept of FDI. There has been hardly any coimtry in the world which 
has not depended upon foreign capital during the course of its 
economic development and all countries of the world especially 
developing ones are vying each other to attract foreign capital to boost 
the domestic rates of investment and also to acquire new technology 
and managerial skills. Thus, foreign resources are craved for filling the 
saving-investment gap^ and foreign-exchange gap2. 
Now-a-days depending on external aid (from foreign countries 
and international institutions) is on a declining trend because generally 
the aid is tied besides distorting the allocation of resources in a country. 
Export of goods and services do contribute to foreign resources but it is 
not enough to meet the total demand for the foreign resources. Hence, 
global finance through FDI has become a reality for the new 
millennium. Foreign capital into a country can come in a number of 
forms like FDI, FPI, ECBs, FCs, loans from international institutions like 
1 Bhat, T. (1982;; "Foreign Investment in Export Industries zvith Particular Reference to Sri lanka"; 
Foreign Trade Review, Vol. XVI, No.4, Jan-March. 
2 Datt, N. (1983J; "Tlieories of FDI-A Review"; Foreign Trade Review, Vol. VXVII, No-4, Ian-
March. 
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IMF and WB etc. Among all the above forms, FDI have for long been the 
most prominent source as it is instrumental creating assets in an 
economy. 
Before proceeding to examine different dimensions of FDI and 
study its impact on Indian economy, the researcher finds it important to 
distinguish between two confusing terms like FDI and Portfolio 
Investment (PI). FDI is generally thought as outcome of mutual interest 
of multinational firms and host countries. It is defined as a form of long-
term international capital movement, made for the purpose of 
productive activity and accompanied by the intention of managerial 
control or participation in the management of a foreign firm. The 
essence of FDI is the transmission of a package of capital, managerial, 
skill and technical knowledge to the host country. As per IMF 
definition, 'FDF is an investment made to acquire a lasting interest in an 
enterprise operating in an economy other than that of the investor. The 
investor's purpose being to have an effective voice in the management 
of the enterprise.3 A direct investment typically takes the form of a 
foreign firm starting a subsidiary or taking over control of an existing 
firm in the country in question. It is the direct type of investment, which 
is associated with MNCs because most of the FDI is transferred through 
firms and remains outside of the ordinary functioning of markets. 
It is noteworthy to note that FDI should not be confused with PI 
because PI does not seek management control, but is motivated by 
profit. PI occurs when individual investors invest, mostly through 
stockbrokers, in stock of foreign companies in foreign land in search of 
profitable opportunities. 
3 IMF (1977); "Balance of Payments Manual"; Washington, DC. 
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According to the fifth edition of BOPs Manual (IMF, 1993), TDF 
refers to an investment made to acquire lasting interest in enterprise 
operating outside of the investor's and purpose is to gain an effective 
voice in the management of the enterprise. The foreign entity or group 
of associated entities that makes the investment is termed as 'Direct 
Investor'. The unincorporated or incorporated enterprise, a branch or 
subsidiary in which direct investment is made is referred to as 'Direct 
Investment Enterprise'. Some degree of equity ownership is almost 
always considered to be associated with an effective voice is 
management of an enterprise. This manual further suggests a threshold 
of 10 per cent of equity ownership to qualify an investor as a foreign 
direct investor. Since the main feature of FDI taken to be the lasting 
interest of a direct investor in an enterprise, only capital that is 
provided by the direct investor either directly or through other 
enterprise related to the investor should be classified as FDI. 
According to the OECD definition (OECD, 1996), 'A direct 
enterprise is an incorporated or imincorporated enterprise in which a 
single foreign investor either owns 10% or more of the ordinary shares 
or voting power of an enterprise (unless he can be proven that the 10% 
ownership does not allow the investor an effective voice in the 
management) or own less than 10% of the ordinary shares or voting 
powers of an enterprise, yet still maintains an effective voice in the 
management'. An effective voice in management only implies that 
direct investors are able to irifluence the management of an enterprise 
and does not imply that they have absolute control. 
FDI is further defined on a qualitative and quantitative basis. 
'Qualitatively', it is about ownership and control. FDI is done by 
companies with the intent of having sufficient ownership to ensure a 
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partial or total say on a lasting basis in the management of a corporate 
entity located in a foreign country. In other words, a company based in 
the home country has atleast a mearungful long-term voice in shaping 
output, production and marketing strategies, constructing corporate 
budgets, selecting senior managers, dealing with labour relations and 
approving new product development in a company incorporated and 
doing business in the host country. FDI is about long-term, perhaps 
permanent relationship that could have a significant financial impact 
(good or bad) on the foreign company making the investment. It 
involves relatively large transfers of capital that cannot easily be 
reversed. While 'quantitatively' i.e. universally accepted definition of 
FDI is ownership of at least 10 per cent of common (voting) stock of a 
business enterprise operating in a country other that the one in which 
the investing company is headquartered. 
From the above discussion, it is clear that many definitions have 
been given by different economists, scholars, official and non-official 
agencies. But, here it is pertinent to make use of official definition 
offered by official agencies like RBI, IMF, World Bank, OECD, etc. 
Now, in order to understand the concept of FDI in a simple 
manner, it is imperative here to give an outline about the various 
components of FDI. 
These components are as follows: 
> Equity Capital, 
> Re-invested Earnings, 
> Other Capital (mainly intra-company loans) 
Here, 'equity capital' is understood as the foreign direct 
investor's net purchases of the shares and loans of an enterprise in a 
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country other than its own. 'Reinvested earnings' mean the part ot an 
affiliates earnings accruing to the foreign investor that is re-invested in 
that enterprise. 'Other capital' includes short or long-term loans from 
parent firms to affiliate enterprise (or vice-versa) including trade 
credits, bonds and money market instruments, financial leases and 
financial derivatives. 
In case of India, the actual FDI inflow is recorded under five 
broad heads. These are: 
i. RBI's automatic approval route for equity holding up to 51%; 
ii. FIPB's discretionary approval route for larger projects with equity 
holding greater than 51%; 
iii. Acquisition of shares route (since 1996); 
iv. RBI's NRI schemes and 
V. ECBs Route (ADRs/GDRs). 
The earlier Indian definition of FDI differed from that of the IMF 
as well as that of the UNCTAD's WIR, IMF's definition includes ECBs. 
Ideally, FDI inflows should get reflected in capital formation, formation 
of new firms a factories, increase in foreign equity holding in existing 
firms and M & As of existing firms and factors."* 
Since 2000, a new method of compilation of the FDI statistics has 
been adopted to make it comparable internationally. In this regard, RBI 
formed Technical Monitoring Group on FDI and in its first action taken 
report on June 2003, identified the following fourteen items under three 
different heads required to be included in FDI statistics to make it 
comparable globally: 
* Nagaraj, R. (2003; "Foreign direct Investment in India in the 1990s: Trends and Issues"; Economic 
and Political Weekly, April 26. 
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A. Equity Capital: 
i. Equity in unincorporated and entities; 
ii. Non-cash acquisitions against technology transfer, plant 
and machinery, goodwill, business development and similar 
considerations; 
iii. Control premium; 
iv. Non-competition fee; 
B. Reinvested Earnings: 
V. Reinvested earnings of incorporated entities; 
vi. Reinvented Earnings of unincorporated entities; 
vii. Reinvested earnings of indirectly held direct investment 
enterprise; 
C. Other Capital: 
viii. Short-term and long-term borrowings; 
ix. Trade credit; 
X. Supplies credit; 
xi. Financial Leasing; 
xii. Financial Derivatives; 
xiii. Debt securities; 
xiv. Land and buildings; 
The OECD has recommended a procedure for calculating FDI 
flows which is calculated as the sum of the four components like 
retained earnings, equity capital, intra company loans and intra-
company borrowings. 
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Retained earnings are profits generated and kept by the overseas 
enterprise. These are classified as FDI despite there is no cross-broader 
transfer of capital as the investor has the choice of either taking the 
retained earnings made by the overseas enterprise to their home 
country or by reinvesting them back in to the enterprise.^ 
Among all types of capital inflows, FDI has been the most 
prominent source of international financing which has been 
instrumental in creating assets in an economy. The advocates of 
increased volumes of FDI argue that in terms of foreign investment, it is 
the direct investment that should be actively sought for and doors 
should be thrown wide open to FDI. FDI brings huge advantages with 
little or no downside.^ 
FDI is perceived superior to other types of capital inflows because 
of some specific reasons that are listed below: 
> FDI inflows are less volatile and easier to sustain at times of crisis 
in comparison to portfolio investors and foreign lenders because 
foreign direct investor typically have a longer-term perspective 
when making investment in a country. 
> FDI is most prominently used for productive purposes while debt 
inflows may finance consumption rather than investment in the 
host country. 
> FDI is expected to have relatively strong positive effects on 
economic growth of the host country because besides providing 
5.The retained earning of overseas enterprise are called as reinvested earnings since the 
earnings are being reinvested back into the overseas enterprise. 
* Bajpai, N. and J. D. Sachs (2000); "FDI in India: Issues and Problems"; Development Discussion 
Paper No. 759, Harvard Institute for International Development. 
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capital, it offers access to internationally available technology, 
capital goods, raw materials, technical know-how etc. 
A recent UN report has revealed that FDI flows are less volatile 
than portfolio flows. To quote, "FDI flows to developing and transition 
economies in 1998 declined by about 5 per cent from the peak in 1997, a 
modest reduction in relation to the effects on other capital flows of the 
spread of the Asian financial crisis to global proportions. FDI flows are 
generally much less volatile than portfolio flows. The decline was made 
in all regions, even in the Asian economies most affected by the 
financial crisis".'' 
The risk-sharing properties of FDI are undisputed. This suggests 
that FDI is the appropriate form of external financing for developing 
countries. Moreover, the volatility of FDI remained exceptionally low in 
1990s, when several emerging economies were hit by financial crises. 
FDI is widely considered an essential element for achieving sustainable 
development. Even former critics of TNCs (e.g. UNCTAD) expect FDI 
to provide a stronger stimulus to income growth in host countries than 
other types of capital inflows. Especially, after the recent financial crises 
in Asia and Latin America, developing countries are strongly advised to 
rely primarily on FDI, in order to supplement national savings by 
capital inflows and promote economic development. 
Foreign investment, particularly FDI has significant advantages 
over external loans and other forms of financing the resource gap. 
Generally, the repayment of FDI is cheaper is comparison to loans and 
commercial borrowings. For Instance, FDI takes the form of repatriation 
of a certain percentage of earnings in the form of dividend of an 
enterprise only when it reaches at the stage of commercial profitability. 
'' OECD (1997); "Model Double Taxation Convention on Income and Capital". 
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Particularly, it h a p p e ^ ru)jmally aft^v^Me to seven years of 
establishment of the concern. By_Sie--tSne, foreign investment has 
already been unpacked and its various components like capital, 
technical know-how, management, marketing skill, etc. have been 
absorbed. That is why, in certain cases, FDI is considered to be much 
less expensive and much more productive than commercial borrowings 
where repayment starts normally from the second year, further which is 
at very high rate of interest. In addition, the type of technology 
imported through FDI is likely to be up-to-date technology, as the 
foreigners would have interest in follow up action since their financial 
stock is involved. 
In addition to technology, FDI is accompanied by management 
expertise in manufacturing and quality culture, all in a single package. 
FDI can open up export markets because of the marketing expertise, 
global contacts and outlets of the parent firms. In the case of FDI, the 
risk of fluctuations in the value of currency is also borne by the foreign 
investor. The sequencing and prior generation of resources by a JV can 
usually reduce the strain of higher inflow of foreign exchange over 
time. 
Thus, it can be said that there is a growing global realization that 
it is much better to rely on foreign equity investment, rather than on 
external commercial loans and foreign portfolio investment, especially 
when major structural changes are being introduced in the economy. 
2.2. DIFFERENT ROUTES FOR FDI FLOW 
In India, FDI can be approved either through the automatic route 
or by the governn\ent: 
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2.2.1. Automatic Route 
Companies proposing foreign investment under the automatic 
route do not require any government approval; provided the proposed 
foreign equity is within the specified ceiling and the requisite 
documents are filed with the RBI within 30 days of the receipt of funds. 
The automatic route encompasses all proposals where the proposed 
items of manufacture/activity does not require an industrial an 
industrial license and is not reserved for the SSS. 
The automatic approval route of the RBI was introduced to 
facilitate more FDI inflows. However, during the post-policy period, the 
actual investment flows through the automatic route of the RBI against 
total FDI flows has been quite insignificant. While FDI flows through 
the automatic route of the RBI against total FDI flows has been quite 
insignificant. While FDI flows through the automatic route accounted 
for 15.18 percent of the total FDI inflows in 1993-94, its share has 
declined since then and was only 8.68 percent in 1998-99. This is partly 
due to the fact the crucial areas like electronics, services and minerals 
are left out of the automatic approval route. Another limitation has been 
the ceiling of 51 percent on foreign equity holding. An increasing 
number of proposals were cleared through the FIPB route while the 
automatic approval route has been declining in the relative importance 
since 1994. 
Under the existing FDI policy, FDI up to 100% is allowed under 
the automatic route in most sectors/ activities, except few where 
sectoral equity/entry route restrictions have been retained. FDI under 
the automatic route does not require any approval and only involves 
intimation to the RBI within 30 days of inward remittances and/or issue 
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of shares to non-residents. As a result, FDI approval statistics do not 
reflect the investment intentions of foreign investors. 
2.2.2. Foreign Investment Promotion Board 
The FIPB is especially empowered to engage in purposive 
negotiation and also consider proposals which are totally free from 
predetermined parameters on procedures. Industry Secretary is the 
Chairman of FIPB. The Finance Secretary, Commerce Secretary and 
Secretary (Economic Relations), Ministry of External Affairs are the 
other members of the FIPB. 
The approach of FIPB is liberal for all sectors and all types of 
proposals. The totality of package proposed is examined and approved 
on merits within a period of thirty days. RBI has granted general 
permission under FERA (now FEMA) in respect of proposals approved 
by the Government. Indian companies get foreign investment approval 
through FIPB for the purpose of receiving inward remittance and issue 
of shares to the foreign investors. Such companies are, however, 
required to notify the regional office concerned of the RBI of receipt of 
inward remittances within 30 days of such receipt and to file the 
required document with the concerned regional offices of the RBI 
within 30 days after issue of shares to the foreign investors. 
2.3. FOREIGN INVESTMENT PROMOTION COUNCIL 
The Government has recently constituted a FIPC in the Ministry 
of Industry. It has been set up to have more target-oriented approach 
towards FDI promotion. Its functioiis are to identify the sector/project 
within the country requiring FDI and target specific regions/countries 
of the world from where FDI will be brought through. 
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2.4. FOREIGN INVESTMENT IMPLEMENTATION AUTHORITY 
The FIIA was established in the Department of Industrial Policy 
and Promotion, Ministry of Commerce and Industry in 1999 to facilitate 
quick translation of FDI approvals into implementation, by helping the 
foreign investors in obtaining necessary clearances, sorting out their 
operational problems and meeting with various government agencies to 
find solutions to their problems. FIIA conducts regular interactions with 
investors of specific regions or countries. In the meetings of FIIA, apart 
from GOI, senior officials from state governments also participate. 
2.5. FDI: THEORIES AND DETERMINANTS 
Under this section, first of all different FDI theories are discussed 
in detail and then general and specific determinants of FDI in India are 
examined. The purpose of this topic is to review these theories and 
outline their contribution to the overall understanding of the process of 
FDI in a country. 
Till now, a number of conipeting and complementary theories 
have been proposed to explain the nature, causes and possible socio-
economic consequences of the rapid growth of FDI. The extensive 
internationalization of activities of US corporation like Coco-Cola, 
Dupont, General Electric, General Motors, IBM, and Xerox provided 
academicians and analysts in the US and Europe with the empirical 
basis for identifying explanatory variables of FDI decisions and 
behavior patterns. It was at that time that western scholars began to 
devise comprehensive theories for explaining the origin and causes of 
FDI as well as its impact on the economies of host and home countries. 
As FDI increased in volume from the 1960s, there has emerged a 
corresponding economic literature on the theory of FDI. Before this 
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time, there was no stand-alone theory of FDI and the concept was 
treated in the same manner as international capital flows, which 
neglected many important features of FDI. The new theories were 
concerned with providing explanations to questions such as why FDI 
occours, when it takes place and where it locates. 
Theories and concepts of foreign Investment have been adjusted 
and constantly refined since the 1960s, but they have not yet been able 
to provide foolproof analytical tools to governments seeking to 
anticipate FDI Company's behavior ex-ante and to effectively influence 
international movement of capital, technology and know-how. Certain 
paradigms, however, contain interesting findings, which can be of 
assistance in formulating and implementing strategic FDI policies for 
economic growth and industrial development. Broad empirical research 
also offers valuable insights into shifts of global FDI patterns and 
motivations of foreign investors in respor\se to economic policies and 
incentives in host countries. 
For the purpose of convenience in the analysis, FDI theories have 
been divided xinder two major heads. 
> Theories assuming perfect Markets. 
> Theories assuming imperfect markets. 
2.5.1. THEORIES ASSUMING PERFECT MARKETS 
These theories include: 
• Differential rate of return approach, 
• Portfolio diversification approach, 
• Market size approach. 
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The differential ROR refers to the movement of capital from areas 
with low rates of return to areas with high returns. Until the 1960s, 
explanations of FDI were cor\fined to this standard classical theory of 
capital movements. Thus, FDI was treated on the same lines as portfolio 
investment and was observed that FDI depends only on international 
differences in rates of interest and motivated by rates of return. 
A strong contention regarding the validity of these studies was 
made by Aggarwal that these studies do not provide any strong 
evidence. The implicit assumption of a single rate of return across 
industries and the implication that bilateral FDI flows between two 
countries could not occur also made the hypothesis theoretically 
unconvincing. 
The failure of differential ROR approach to satisfactorily explain 
the determinants of FDI flow forced to assess the amount of risk and 
expected return involved in number of projects. The amount of risk can 
be reduced to a great extent by diversifying investment into a number 
of countries at a time because ROR varies significantiy in different 
countries. And this possibility has led to an alternative explanation of 
FDI, which revolved aroxmd the application of Markowitz and Tobin's 
Portfolio Diversification theory. This approach contends that in making 
investment decisions MNEs consider not only the rate of return but the 
risk is also involved. Since returns to be earned in different foreign 
markets are unlikely to be correlated, the international diversification of 
an MNE's investment portfolio could reduce the overall risk of the 
investor. Although this theory is an improvement over the differential 
ROR theory because of inclusion of risk factor but empirical studies 
have offered only weak support for this thesis. 
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This is not surprising when one considers the failure of the model 
to explain the observed differences between industries' propensities to 
invest overseas and to account for the fact that many MNEs' investment 
portfolios tend to be clustered in markets with highly correlated 
expected returns. Besides this, the problem of measuring expected 
profits and risk is critical point of this theory. The other shortcoming is 
that, it is not concerned about concentration of FDI in some specific 
industries than in others. 
The market size approach, which has its roots in neoclassical 
investment theory, focuses on the role of both the absolute size of the 
host country's market and its growth rate. The hypothesis states that 
there is a positive relation between the size of the market and the FDI. 
The larger the market, the more efficient the investor's utilization of 
resources will consequently increase their potential to lower production 
cost through the exploitation of economies of scale. Aggarwal in 1980 in 
a survey on FDI determinants, found the size of the host country's 
market to be one of the most factors influencing a country's propensity 
to attract inward investment. Inspite of the lack sound theoretical back, 
the subsequent empirical literature has provided further support to the 
market size hypothesis.^ 
2.5.2. THEORIES ASSUMING IMPERFECT MARKETS 
The neoclassical theory's failure to explain and predict how, 
where and why FDI occurs and to highlight the social and economic 
consequences of FDI has led to the development of new explanations of 
international investment. Hymer (1976)9 was the first researcher who 
« A. Chakrabarti (2001); "The Determinants of FDlSensitivity Analysis of Cross Country 
Regression "; Kyklos, No. 54, pp. 89-114. 
9 Hymer, S.H (1976); 'Tte International Operations of National Firms: A Study of Direct Foreisn 
/nuesfmenf"; Cambridge Mass, MIT Press. 
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pointed out that the structure of market and the specific characteristic of 
firm play an important role in explaining the FDI. Some of the major 
theories under this head include: 
Industrial Organization theory. 
Transaction Cost Approach, 
Eclectic theory of International Production, 
Product Cycle Theory, 
Oligopolistic Reaction theory. 
Currency Capitalization Approach, 
IDP Paradigm, 
Micro economic theories are mainly theories of market structure 
imperfections. Hymer (1976)^ o observed that market imperfections are 
the real cause of the existence of MNCs. The Industrial Organization 
Approach is based on the idea that due to structural market 
imperfections, some firms enjoy advantages vis-^-vis competitors. 
According to this theory, market structure and competitive conditions 
are important determinants of the types of firms, which engage in FDI. 
The theory uses firm specific advantages to explain MNCs 
international investment. These firm-specific advantages include 
patents, superior knowledge, product differentiation, expertise in 
organizational and management skills and access to overseas markets. 
The advantages that certain firms have over competitors in the home 
country can be extended into foreign markets through international 
direct investment. The industrial organization hypothesis has received 
some support in subsequent literature by Dunning (1974); Vaitsos 
10 Ibid, 
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(1974)11 and Cohen (1975).i2 This theory was used by Graham and 
Krugman (1989) to explain the growing inflow of FDI in US post 1975. 
They argued that due to decline of US technological and management 
superiority, FDI increased manifolds over that period. This theory, 
however, is criticized on the ground that it fails to explain why firms 
need to engage in FDI to capitalize on the advantages when cheaper 
forms of expansion (for example; exporting) would allow them to 
compete equally and successfully in international markets. 
The transaction cost or internationalization approach is 
developed to explain international production and FDI. One of the 
leading proponents of this approach is Buckley and Casson (1976).^ 3 
This theory suggests that FDI takes place as a result of firms replacing 
market transaction with formal transaction. Besides, this approach 
interprets the FDI activities of MNCs as a response to market 
imperfections, which causes increased transaction cost. Buckley and 
Casson present the MNEs as essentially an extension of the multi-plant 
firm. They further note that the operations of firms, especially large 
ones take the form not only for producing of services but activities such 
as marketing, training, R & D , management techniques and 
involvement with 'financial products' taking the form of either material 
products or knowledge and expertise. If the markets for intermediary 
products are imperfect then an incentive arises for the firm to 
" Vaitsos, C.V (1974); "International Income Distribution and Transnational Enterprises"; Oxford: 
Calrendon Press. 
12 Cohen, B.I (1975); "Multinational Firms and Asian Exports"; New Haven and London Yale 
University Press. 
"Other authors on internationalization are harmonious like Mc Manus (1972) and Hennart 
(1977). As Hennat (2001) points out not all theories on internationalization are harmonious 
with each other, with Hennart's theory for example differing from that of Buckley and 
Casson. 
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internalize these, provided the benefits exceed the cost and when it 
occurs across national boundaries as MNE arises, FDI occurs.^^ 
This approach is treating markets and firms as the alternative 
modes of organizing production. This theory is also known as general 
theory of FDI. At theoretical level, the hypothesis received much 
support but because of its high degree of generality, no direct empirical 
tests have been conducted. In essence, the transaction cost theory or 
international theory is a model of private welfare maximization based 
on MNC's operations. 
The Eclectic Paradigm is developed by Dunning (1981)i5. This 
theory links together industrial organization approach, location theory 
and internationalization theory to explain FDI and international 
production activities. This paradigm of FDI states that a firm will 
directly invest in a foreign country only if it fulfills three conditions. 
First, it must have ownership specific assets which gives it an advantage 
over other firms and which are exclusive to the firm. Second, it must 
internalize these assets within the firm rather than through contracting 
or licensing. Third, there must be advantage in setting- up production 
in a particular foreign country rather than relying on exports. 
Different type of Ovmership (0), Locational (L) and 
Internationalization (I) factors (collectively known as OLI) are shown in 
figure-2.1. 
" Market Imperfections that are believed to give incentives for utilization include time lags, 
discriminatory pricing, unstable bargaining situations and inequality of knowledge between 
buyers and sellers. 
" Dunning, J.H (1981); "International Production and Mutinational Enterprises". 
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Figure - 2.1 
Three conditions of the Electic Theory 
Ownership-Specific Advantages (Internal to enterprises of one 
Nationality) 
Size of the firm 
Technology and trade mark 
Management and organization systems 
Access to spare capacity 
Econonues of joint supply 
Greater access to markets and knowledge 
International opportimities such as diversifying risk 
Location-Specific Advantages (Determining the location of 
production) 
• Distribution of inputs and markets 
• Costs of labour, material and transport costs between countries 
• Government intervention and policies 
• Commercial and legal infrastructure 
• Language, culture and customs 
Internationalization-Specific Advantages (Overcoming market 
imperfections) 
• Reduction in search, negotiation and monitoring costs 
" Avoidance of property rights enforcement costs 
• Engage in price discrimination 
• Protection of product 
• Avoidance of tariff 
Source: Dunning (1981) 
Dunning also tried to introduce some new consideration such as 
impact that different countries and industry characteristics have an each 
of the O, L and 1 advantage of FDI.^ 6 He further stated that OLl 
advantages are not going to be same in all the countries and each 
advantage will be determined by the factors that are specific to 
1' This theory has been amended and updated over the years but general framework is much 
the same. 
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individual countries. Links between OLI advantages and the country 
specific characteristics are summarized in table -2.1 below. 
Table - 2.1 
Characteristics of Countries and OLI-Specific Advantage 
Ownership-Specific Advantages Country Characteristics 
Size of firm Large markets 
Liberal attitudes to mergers 
Technology and trade marks Government 
innovation 
Skilled workforce 
support for 
Management and organizational 
systems 
Supply of trained managers 
Educational facilities 
Product differentiation High income countries 
High-income countries. 
Levels of advertising 
Marketing 
and 
Location-Specific Advantages Country Characteristics 
Cost of labour and materials Developed or developing country 
Transport costs between countries Distance between coxmtries. 
Government 
policies 
intervention and Attitudes of government to FDI 
Economies of scale Size of markets 
Psychic distance Similarities of coimtries' languages 
and cultures 
Internationalization-Specific 
Advantages 
Country Characteristics 
Searching, negotiating, and 
monitoring costs. Avoid of 
enforcing property rights. 
Protection of products. 
Greater levels of education and 
larger markets make knowledge 
type ownership-specific 
advantages more likely to occur. 
Source: Dunning (1981). 
Dunning used this hypothesis to evaluate Ownership and 
Locational aspects in describing the industrial pattern and sales of the 
US affiliates in 14 manufacturing industries in seven countries (Allen, 
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1973).^ ^ However, this theory fails to explain international differences in 
FDI by MNCs from countries with different cultural backgrounds and 
macro economic structures. Besides, it falls short of providing a 
framework for analysis of the micro-economic impact of the FDI in the 
host country. 
The Product Cycle hypothesis is propounded by Vernon (1966).^ '' 
It makes an attempt to combine a three-stage theory of innovation, 
growth and maturity of a new product with R & D factor theory. This 
paradigm elaborates that an innovation may emerge as a developed 
country's export, extend its life cycle by being produced in more 
favourable foreign locatioi\s during its maturity phase and ultimately 
once standardized, become a developing coimtry's export and 
developed country's import. FDI, therefore, occurs when, as the 
product matures and competition becomes fierce, the innovator decides 
to shift production in developing countries because lower factor costs 
make this advantageous. This model was used basically to explain the 
expansion of US MNCs in Europe after World War-II. This theory looks 
at a dyriamic process of FDI in terms of why, when and where it occurs. 
The main limitation of this hypothesis is that analysis done was only 
concerned with FDI by US. Vernon (1979) viewed that this theory is 
more relevant in case of FDI carried out by small firms in developing 
countries. 
The Oligopolistic Reaction theory is given by Knickerbocker. In 
an empirical study of the international activities of 187 US 
multinationals during 1948-67, he discovered that in oligopolistic 
industries, market leaders who had ventured abroad were 
" Allen, T. (1973); "Direct Investments of Japanese Enterprises in South East Asia"; ECOCEN 
Studies, Direct Investments of Unites States Enterprises in Southeast Asia, Ecocen Studies 
Direct Investment of European Enterprises in Southeast Asia, ECOCEN Studies, July. 
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automatically followed by rival companies from the home country. 
Thus, this hypothesis stated that FDI by one firm would lead to 
propagate the other firm to do the same in order to maintain their 
market share. An important implication of this hypothesis is that FDI by 
multinational firms is self limiting and due to increased concentration 
in home and other markets, the competition increases and this reduces 
the intensity of oligopolistic reaction. Graham (1978)i8 slightly adjusted 
the model and used it to explain the investment behaviour of TNCs in 
the US, whose aim was to counter the strategies of the US rivals in 
Europe rather than outmanoeuvre their 'home' competitors. This theory 
has been criticized on the groimd that it does not recognize FDI as one 
of the several methods of FI. Besides, this model does not explain the 
motivation for the initial investment by the market leader and it also 
neglects the role of medium-sized TNCs in modernizing industries in 
transition countries. 
In 1970s Aliber suggested that weak-currency countries are likely 
to attract FDI due to the higher purchasing power and more efficient 
hedging capacity of investors operating from strong-currency countries. 
This work got serious attention only in late 1980s and early 1990s, when 
exchange rate was corisidered as a potential FDI determinant. Caves 
(1989) while examining inward investment flows into the USA from 
over a dozen different countries, found that the strength of a country's 
currency relative to the US dollar was an important explanatory 
variable for that country's direct investment in the U.S.A. 
The basic notion of Investment Development Path (IDP) implies 
that the outward and inward FDI position of a country is directly 
18 E. M, Graham (1978); "Transatlantic Investment by Multinational Firms: A Rivalistic 
Phenomenon "; Journal of Post-Keynesian Economics, No.l. 
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related and the level of its economic development in relation to the rest 
of the world. The IDP paradigm was formulated by Dunning in 1981. 
This paradigm suggests that countries pass through five main stages of 
development and they can be classified according to their propensity to 
be inward and/or outward direct investment. 
A positive Net Outward Investment (NOI) position [as difference 
between inward and outward FDI stock] mean that the country has 
become a net outward investor and vice-versa in the case of a negative 
NOI position. The IDP suggests that companies tend to invest in 
markets with lower per capita GDP than their home countries at least 
until they reach the fifth stage. 
Yu and Ito in 1988 observed in their study that FDI is propagated 
by behaviour of competitors related to host countries and firm related 
factors. Their research further illustrated that firms in oligopolistic 
industries consider their competitor's activities and make decision of 
FDI on the basis of economic factors. 
Thus, from the above theoretical review of different FDI theories, 
it can be said that these theories yield a large variety of determinants of 
FDI at the firm, industry, economy, international levels. These theories 
include findings that can offer policy makers valuable tools for 
increasing FDI by anticipating TNCs behaviour, acting on fundamental 
decision making variables at corporate level and monitoring the FDI 
position of a national economy with respect to competitors' nations. 
Moreover, the policy implications of major FDI theories can be assessed 
that they can assist policy-makers in optimizing the entire FDI 
enhancement process, firm strategic planning to the analysis phase and 
implications including the use of appropriate policy instruments and 
efficiency control. 
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2.6. OTHER SPECIFIC DETERMINANTS OF FDI 
As it is observed from fore mer\tioned discussion that most of 
theories on FDI orUy stress on the home country industry specific, firm 
specific and macro-economic factors. There are also certain other 
variable which could have considerable influence on FDI flows to 
understand the scale and direction of FDI flows, it is necessary to 
identity their major determinants. 
One of the most important factors a company considers before 
undertaking FDI is minimizing investment risk. When a country has an 
unstable legal system (i.e. regulations change often), lacks appropriate 
laws and insufficiently enforces the ones it does have, then the risk 
increases. From the economical point of view, if the exchange rate is 
volatile and the country suffers macroeconomic instability (inflation), 
and from the political point of view, if the country suffers from political 
instability or social instability (e.g., high labour tmrest and strikes), the 
risk of investing in this country is also increased. 
Even a host country must possess certain locational advantages to 
attract FDI. And these may be host country's push or full factors. The 
push factors explain the outward investment by different countries 
while the pull factors explain the uneven distribution of FDI among the 
recipient countries. It must be noted here that the relative importance of 
FDI determinants varies between different countries, between different 
types of FDI and between different periods of time. It has been 
universally observed that any type of international investment is made 
only after taking into consideration both economic and non-economic 
influences. Therefore, it is imperative to take into consideration both 
economic and non-economic determinants of international investment 
70 
FDI: A Conceptual Tramework 
decisions. The general determinants of FDI (especially for developing 
economies like India) can be discussed in following paragraphs. 
2.6.1. Market Size and its Characteristics 
This is one of the major considerations while making investment 
location decision by foreign companies. Universally, big developing 
economies have attracted a major chimk of FDI worldwide because of 
large size of their markets. For example; China is attracting a massive 
amount of FDI since early 1980s. There is a positive influence of market 
size on the FDI inflows. The higher the GNP per capita, the better is the 
nation's economic health and the better are the prospects for inflow of 
FDI. In addition, a high rate of inflation and larger deficit in BOP 
discourage FDI in a country and hence a negative relationship. Lall 
(1997)19 has given an elaborate list of determinants which are shown in 
table - 2.2. 
The table lists three key determinants and factors associated with 
the extent and pattern of FDI in developing host countries. These are 
attracting of the economic conditions in host countries, the policy 
framework towards the private sector trade and industry and FDI and 
its implementation by host governments and the investment strategies 
ofMNEs. 
i^Sanjaya Lall (1997); "Attracting Foreign Investment: New Trends, Sources, and Policies"; 
Economic Paper, No.31, Commonwealth Sacretariat. 
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Table - 2.2 
Host Country Determinants of FDI 
Economic 
conditions 
Markets 
Resources 
Competitiveness 
Size; income levels; 
iirbanization; stability and 
grov»rth prospects; access to 
regional markets; 
distribution and demand 
patterns. 
Natural resources; location. 
Labour availability, cost, 
skills, trainability; 
managerial technical skills, 
access to inputs; physical 
infrastructure, supplier base; 
technology support. 
Host 
policies 
Macro policies 
country 
• Private sector 
Trade 
industry 
and 
MNE strategies 
FDI policies 
Management of crucial 
macro variables; ease of 
remittance; access to foreign 
exchange. 
Promotion of private 
ownership; clear and stable 
policies; easy entry/exit 
policies; efficient financial 
markets; other support. 
Trade strategy; regional 
integration and access to 
markets; ownership 
controls; competition 
policies; support for SMEs. 
Risk perception 
Ease of entry; ownership, 
incentives; access to inputs; 
b-ansparent and stable 
policies. 
Location, 
sourcing, 
integration 
transfer 
Perceptions of country risk, 
based on political factors, 
macro management, labour 
markets, policy stability. 
Company strategies on 
location, sourcing of 
products/inputs, integration 
of affiliates, strategic, 
alliances tiaining, 
technology. 
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2.6.2. Political Stability 
Direct investment decisions which are long term by nature are 
vulnerable to the prospects of political instability, especially if 
investment would be susceptible to major damage or interruption. A 
country in which there is political unrest or in which there is a threat of 
having investment nationalized without adequate compensation is 
more of a risk and therefore less attractive to invest in, than in a coimtry 
offering political stability and a guarantee of property rights.20 
Perception of political risk can greatly discourage foreign investment in 
a developing countries like India as international investors may screen 
out some host countries as too risky at the preliminary stage of the 
decision making process, thus preventing the identification of invest 
opportunities in those countries. More recently Jaspersen, Aylward and 
Knox (2000)21 and Asiedu (2002)22 found no significant relationship 
between measures of political instability and FDI flows. This may be 
partly due to the fact that many nations now offer government-backed 
insurance policies to cover various types of FDI risks in politically 
unstable countries of the developing world. Risks insurable through 
these policies include the risk of appropriation of assets, war losses and 
losses steming from the inability of repatriation of profits. 
2.6.3. Economic Policies of the Host Country 
Among the economic policies, industrial policy of the host 
country is one of the most important determinants of FDI. Liberal 
20 B a l a s u b r a m a n i u m , V . N (1989); "Incentives and Disincentives for FDI in Less Developed 
Countries"; Weltwirtschaftliches Archive, 120 (4), pp. 720-35. 
21 Jaspersen, F.Z; Aylward, A.H and Knox, A.D (2000); "77K Effects of Risk on Private 
Investment: Africa Compared loith Other Developing Areas"; in P. Collier and C. Pattilllo (eds). 
Investment and Risk in Africa; Newyork, St. Martin's Press, pp.71-95. 
22 A s i e d u , E (2002); "On the Determinants of FDI to Developing Countries: Is Africa Different?"; 
World Development, 30:107-19. 
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industrial policy which encourages private sector investment, M & As, 
conglomerates etc. increases FDI inflows. Clearly defined development 
plans, rules and regulations in economic policies give an edge to 
developing country to attract FDI. In addition to these, the goverrunent 
rules and regulations tend to increase or decrease FDI flows depending 
upon whether these are incentives or disincentives to FDI. FDI Incentive 
could take the form of tax exemptions, subsidies, grants, liberal banking 
and fiscal benefits, currency convertibility and unified and stable 
exchange rate. Likewise disincentives could take the form of slow 
processing, domestic content mania, export obligations, employment 
quotas, establishment of R & D facilities, appoinfanent of host coimtry 
nationals to senior managerial positions etc. But do these incentives 
play a significant role in determination of FDI? Overall, the evidence 
would seem to indicate that incentives have no major impact especially 
when they are established or perceived to be established, to compensate 
for continuing comparative disadvantages of the host country. As 
suggested by UNCTAD (1998), 'although government incentives may 
ii\fluence the choice of location within a country once the investment 
decision has been made, they are not to be regarded as an actual 
determinant of FDI'. 
In addition to these, custom duties are often regarded as a major 
cause of investment.23 Export orientation and openness to trade have 
also received a considerable support in the empirical literature 
(Chakrabarti, 2001).24 It is interesting to point out the relevance of 
variables constitutes evidence inconsistent with the tariff jumping 
23 Ragazzi , G (1976); "Theories of the Determinants of Direct Foreign Investment"; IMF Staff 
Papers, No. 20, pp.471-498. 
24 A. C h a k r a b a r t i (2001); "The Determinants of FDI: Sensitivity Analysis of Cross Country 
Regression"; Kyklos , N - 54, p p . 89-114. 
74 
FDIrAConceptual Framexmrk 
hypothesis, which views FDI as the result of MNEs' attempt to 
circumvent trade barriers. It should be noted here that as more and 
more countries liberalize import regimes, the tariff-jumping motive for 
FDI is bound to become less relevant. This argument is supported by 
the relatively recent evidence provided by Blonigen and Feenstra 
(1996)25, who foimd trade barriers to have no significant impact on FDI. 
2.6.4. Access to Basic inputs including Cheap and Skilled Labour 
Force 
Easy and sustained availability of raw materials for the 
manufacturing industry is an important factor in making the 
investment decision. If the raw material is available locally, the cost of 
production remains low. In many developing countries especialy India 
have relatively low-wage rates as compared with developed cotmtries 
and hence encourages developing ones to attract more FDI inflows. The 
availability of well-trained HRs may be a powerful incentive for 
investment especially in the manufacturing service sectors, which often 
require access to skilled labour and technical and managerial personnel. 
When the cost of labour is relatively insignificant, labour skills are 
expected to influence a coimtry's propensity to attract FDI. However, 
due to measurement difficulties (much of which is of an indirect 
nature), the existing evidence is inconclusive. 
2.6.5. Infrastructural Facilities 
Highly developed infrastructure encourages FDI in a country. For 
example; due to the developed infrastructure, 70 per cent of the FDI is 
currently concentrated in developed world. The development of roads, 
rail transport, communication, electricity system etc. is vital for the 
25 B. A. Blonigen and R. C. Feenstra (1996); "Effects of US Trade Protection and Promotion 
Policies"; NBER Working Paper No. 5285, (Cambridge, MA). 
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development of the industry. These factors are also responsible for 
attraction of FDI. The lack of such facilities in an economy hinders the 
inflow of FDI. 
After looking into the above determinants, it is clear that no study 
has shown the clear cut importance of a particular and relative 
determinant in the FDI inflows. Overall, this lack of clear and 
conclusive pattern of results as to the relative importance of the 
determinants of FDI may be explained by a number of factors ranging 
from challenges associated with the collection of reliable data to 
differences in estimation and model specifications. Indeed, as shown by 
Chakrabarti's (2001)26 Extreme-Boimd Analysis Robustness Tests, 
estimates of the many controversial determinants of FDI 'are highly 
sensitive to small alterations in the conditioning information set' of FDI 
equations. 
Against this backdrop, it not easy to formulate expectatioris of 
future trends on both the geography of FDI and possible shifts in the 
relative significance of variables determining the location of 
multinational activities. Some experts have argued that the process of 
globalization has already started to change the relative importance of 
traditional and non-traditional determinants. In a report by UNCTAD 
(1996)27 stated that 'one of the most important traditional FDI 
determinants - the size of national markets, has decreased in 
importance. At the same time, cost differences between locations, the 
quality of infrastructure, the ease of doing business and the availability 
of skills have become more important.' 
26 A. Chakrabarti (2001); "The Determinants of FDI: Sensitivity Analysis of Cross Country 
Regression "; Kyklos, N- 54, pp. 89-114. 
^ UNCTAD (1996), p. 97. 
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In a recent study by N*prbai<feh etal. (2001;)^ J/artially support 
the view that non-traditional d^rminantsr^^r t j^ar ly labour skills 
and knowledge, are becoming increasiriglyTnore important as a result 
of globalization. Specifically, their results show that in the context of 
developing countries 'the estimated coefficients of the variables used as 
proxies for human capital as well as their 't' ratios increase in 
magrutude across the consecutive sample periods'. On the other hand, 
in his analysis of the impact of globalization-induced changes on the 
determinants of FDI in developing countries, Nunnenkamp (2002)29 
argues that traditional market-related determinants are still dominant 
factors in shaping the geography of FDI, and that with the exception of 
the availability of local skills, non-traditional determinants such as 
labour costs and openness to trade have not become more important. 
Another study by Dunning (2002)30 points out that while in large 
developing coimtries traditional economic determinants such as cheap 
labour, natural resources and market size, remain important, in the 
more advanced industrialized countries 'MNEs are increasingly seeking 
complementary knowledge intensive resources and capabilities, a 
supportive and transparent commercial, legal communications 
infrastructure, and government policies favourable to globalization, 
innovation and entrepreneurship'. He also suggested that the new 
globally integrated economic environment is likely to affect the 
geography of FDI in two main ways. First, by placing a higher premium 
on uncertainty and environmental risk, it may steer MNEs' investments 
28 F. Noorbakhsh, A. Paloni and A. Yousef (2001); "Human Capital and FDI Inflows to 
Developing Countries: Nexv Empirical Evidence"; World Development, No 29, pp 1593-1610 
^ P. Nunnenkamp (2002); "Determinants of FDI in Developing Countries: Has Globalization 
Changed the Rules oftlie Game"; Kiel Institute for World Economics, Kiel Working Papers, No 
30 Dunning J H (2002); "Determinants of Foreign Direct Investment: Globalization Induced 
Changes and the Role of FDI Policies"; Paper Presented at the Annual bank Conference 
Uevelopment Economics in Europe, Oslo, pp.1-17. 
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towards locations politically friendly towards their home country 
regimes. This, in turn, is likely to make socio-political instability more 
relevant as a determinant of FDI. Second, the increasing global 
integration of markets and competition is likely to force MNEs to 
improve their cost efficiency by relocating some of their plants in low 
cost locations. Under this scenario, the nature of investment flows from 
developed to developing countries may well shift from market seeking 
and resource-seeking FDI to more (vertical) efficiency-seeking FDI. It is 
pertinent to note that the driving forces for making any international 
investment may be different for different foreign investors. It may be: 
• Market seeking Investment; 
• Resource Seeking FDI; 
• International business; 
• Survival of the monopolistic position; 
• Labor resource orientation; 
• Demolition of Tariff wall; 
Market seeking is the most important driving force behind FDI. It 
may be undertaken to sustain or protect existing markets or to exploit 
or promote new markets. Regarding the history of FDI in developing 
countries, various empirical studies have shown that the size and the 
growth of host country markets were among the most important FDI 
determinants. Traditionally, FDI was the only reasonable means to 
penetrate local markets in various developing countries. However, it is 
debatable now, whether this is still true with ongoing process of 
globalization. It is noteworthy here to point out that mostiy the possible 
decline of market seeking FDI is largely restricted to FDI in 
manufacturing industries. On the other hand, this type of motive 
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received a major push by the opening up of services industries to FDI. 
The bulk of FDI in services, which accounts for a rising share in overall 
FDI, is market-seeking almost by definition, as most services are not 
tradable in the sense of cross border transaction. 
Resource-seeking FDI is motivated by the availability of natural 
resources in host countries. This type of FDI was historically important 
and remains a relevant source of FDI in most of the developing 
countries. However; on a worldwide scale, the type of motive has not 
been very important one and has decreased significantly. For example, 
Allen (1973)31 found this motive to be significant for only 20% of the 
sample of projects surveyed in South Asian cotmtries. Globalization 
essentially means that geographically dispersed manufacturing slicing 
up the value chain and the combination of market and resources 
through FDI and trade are becoming major characteristics of the world 
economy. 
To grow internationally and to face competition from the other 
MNCs is the second most important motive for undertaking direct 
investment in developing countries especially in India. In sectors like 
telecommunications and computer software etc. there is tough 
competition in India with China, US and Germany making huge 
investments to grow internationally. 
Survival of the monopolistic position motive of FDI confirms the 
view of the organic theory of investment, which states that the 
fundamental motive of corporation is survival. In order to survive in 
the world of oligopolistic competition, it is necessary to keep the 
31 Allen, T. (1973); "Direct Investments of Japanese Enterprises in South East Asia"; ECOCEN 
Studies, Direct Investments of Unites States Enterprises in Southeast Asia, Ecocen Studies 
Direct Investment of European Enterprises in Southeast Asia, ECOCEN Studies, July. 
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process of growth, which necessitates increasing share of an expanding 
market. Judd (1966)32 found out that FDI becomes necessary to achieve 
this objective. It is observed that there is high market concentration in 
food processing sector. The US and other European Countries investors, 
invest in this sector to maintain their monopolistic position in the 
international market. 
Labour resource orientation of FDI states that the availability of 
cheap and skilled labour in developing countries especially in India 
gives international investors a good opportunity to invest overseas. 
Now-a-days developed countries including European ones are 
experiencing relatively high wages in their home countries. For 
example; availability of skilled and experienced software professionals 
makes our software industry much attractive to international investors. 
Demolition of tariff wall is no longer considered an important 
motive behind FDI inflows. Actually this motive is to capture the export 
market lost due to tariffs imposed by a host country. However, it has 
been observed that majority of the Japanese firms reported it to be a 
significant attraction for their direct investment in India. 
2.7. IMPACT OF FDI 
Most of the economists in India are of the belief that it is 
absolutely essential for India to improve their investments in order to 
generate sustained economic growth that creates employment 
opportimities for the growing workforces in the years to come. They 
strongly recommend the government to undertake the financial 
investments in key physical and social infrastructure, as well as pursue 
structural economic reforms policies that attract large chunk of FDI in 
! Judd, Pock (1996); "US Production Abroad"; Balance of Payment, New York. 
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order to reap the efficiency and productivity gains. The impact of FI on 
the development of developing economies is still a controversial issue. 
Empirical studies have shown both positive and negative impacts. 
There are also a number of studies undertaken to examine the role of FI 
in the development of developing country, ranging from its impact on 
the growth and distribution of national income to the economic 
desirability of technology brought-in by MNEs, its cultural and political 
impact. Over the years a number of studies have also shown that FDI 
may have a beneficial impact on developing host coimtry [see among 
others Bosworth and Collins (1999);33 Feldstein (2000);34 Loungani and 
Razin (2001)35]. These studies have shown that, as opposed to other 
sources of foreign capital, FDI in a developing country has been most 
important in providing access to foreign markets and tangible and 
intangible resources to the recipient country. These resources include 
capital, R & D , technology, human capital development through 
employee training, increased export earnings and organization and 
managerial practices. 
There are many studies in the literature also which have 
estimated the impact of FDI inflows on domestic private investments.36 
One of the panel data studies explored the role of FDI in financing gross 
fixed capital formation and its relation to other sources of financing. The 
results found that FDI is one of the important forms of financing 
sources for capital formation, with FDI having a substantially greater 
33 B o s w o r t h , Bar ry , P . a n d S u s a n M. Col l ins (1999); "Capital Flows to Developing Economies: 
Implications for Savings and Investment"; Brookings Papers on Economic Activity, pp.143-69. 
34 Feldstein, Martin (2000); "Aspects of Global Integration: Outlook for the Future"; NBER 
Working Paper, No.7899. 
35 L o u n g a n i , P, a n d A . R a z i n (2001); "How Beneficial is Foreign Direct Investment for Developing 
Countries"; Finance and Development, Jvme. 
3* Razin, Assaf (2003); "FDI and Domestic Investment: An Overview"; CESIFO Economic Studies, 
(49) 3, pp. 415-428. 
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impact than domestic credit and capital market financing, while such a 
relation was not found for state subsidies and for foreign credit. It was 
also found that FDI is a substitute for domestic credit while foreign 
credit is positively related to FDI, taking into account the economic 
environment. The study on transition economies by Krkosa (2001)37 
show that capital formation is positively associated with FDI and acts as 
complimentary to domestic capital. In another study Ramirez (2001)38, 
presents theoretical and empirical lir\kage of complementarily 
hypothesis between the two for Latin American countries from 1981 -
2000. The major findings show that FDI and public investment 
spending have a positive and significant effect on private capital 
formation. Hecht etal. (2004)39 explored econometrically the interactions 
between domestic investment and various types of capital inflows for 
64 countries for the period 1976 to 1997. The findings show a significant 
impact of the domestic investment on FDI inflows after controlling for 
other factors of these inflows. Nevertheless, in terms of impact on 
domestic investment, FDI inflows were ranked highest, above the other 
types of capital inflows. While Desai etal. (2005)^ 0 unlike FDI inflows 
evaluated the impact of FDI outflows on domestic investments. They 
found that OECD cotmtries with high rates of outbound FDI in the 
1980s and 1990s exhibited lower domestic investment than other 
countries, which suggests that FDI and domestic investinent are 
substitutes. 
37 K r k o s a , L ibor (2001); "FDI Financing of Capital Formation in Central and Eastern Europe"; 
Working Paper No.67, EBRD. 
3« R a m i r e z , M i g u e l D. (200); "Foreign Direct Investment in Mexico: A Cointegration Analysis"; 
The Journal of Development Studies, No.37, pp 138-162. 
39 Yoel Hech t , Assaf R a z i n a n d N i t z a n G a d a n d Shinar (2004); "Interactions Between Capital 
Inflows and Domestic Investment: Israel and Developing Economies"; Israel e c o n o m i c Review, Vol. 
2, No. 2, pp. 1-14. 
40 M i h i r . Desa i , C. Fr i tz Foley a n d J a m e s R. H i n e s Jr. (2005); "FDI and tlw Domestic Capital 
Stock"; Working Paper No.ll075, NBER [Acessed at http://www.nber.org/papers/wll075]. 
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In a single country time series empirical study, Hejazi and Pauly 
(2002)41 showed that higher net investment abroad is associated with a 
reduction in domestic capital formation, employment and production in 
Canada. Taking Korea as example for the period 1985 - 1999, Kim and 
Seo (2003)42 found that FDI has some positive effects on economic 
growth, but its effects seem to be insignificant. On the other hand, they 
found that economic growth is statistically significant and highly 
persistent effects on the future FDI inflows. The final outcome showed 
that FDI crowds out domestic investment in Korea. Titarenko (2006)^ 3 
analysed the theoretical and empirical issues of FDI effect on capital 
formation process for Latvia. The results showed the evidence of 
crowding out long-term effect of FDI on investment in Latvia. Exploring 
the effects of FDI inflows on domestic investments, exports, imports 
and GDP growth from 1980 to 1999, Xu and Wang (2007)44 found that 
inflow of FDI has stimulated domestic investment in Chinese economy. 
Changyuan (2007)45 studied the relationship between FDI inflows and 
economic growth for provincial level in China. The results are found to 
be insignificant. Through improving technical efficiency and 'crowding 
in' domestic investment, FDI produced positive effects on China's 
economy. Finally, there are also other studies on impact of firm level 
FDI on domestic investments. The study of Lin and Chuang (2007)46 
" WaUd Hejazi & Peter Pauly (2002); "FDI and Domestic Capital Formation"; Working Paper 
No. 36, University of Toronto, Canada. 
« Kim, David Dcok-Ki & Sco, Jung-Soo (2003); "Does FDI Inflows Crowd Out Domestic 
Investment in Korea?"; Journal of Economic Studies, Vol. 30, No,6, pp.605-622. 
"3 Deniss Titarenko (2006); "Influence of FDI on Domestic Investment Process in Lativa"; 
Transport and Telecommunication, Vol.7, No.l, pp.76-83. 
•w Xu, Gang & Wang, Ruifang (2007); "The Effect of FDI on Domestic Capital Formation, Trade and 
Economic Growth in a Transition Economy: Evidence from China"; Global Economy Journal, (7) 2, 
pp.35-45. 
"5 Luo Changyuan (2007); "FDI, Domestic Capital and Economic Growth: Evidence from Panel Data 
at China's Provincial Level"; Frontiers of Economics in China, Vol.2, No.l, pp.92-113. 
^ Hui-lin Lin & Wen-Bin Chuang (2007); "FDI & DomesHc Investment in Taiwan: An 
Endogeneous Switching Model"; The Developing Economies, No.4, pp.465-490. 
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examines the effect of the FDI decision on domestic investment in the 
case of Taiwanese manufacturing firms. The empirical results showed 
that FDI is found to have a positive ir\fluence on the domestic 
investment of the larger firms, while the influence is negative in the case 
of the smaller firms. 
In view of the increasing need for additional foreign capital to 
achieve the MDGs by the year 2015, FDI is now becoming quite crucial 
for many developing countries. Vast literature on the determinants of 
FDI in developing coimtries clearly indicates the importance of 
infrastructure, skills, macroeconomic stability and sound institutions for 
attracting FDI flows. The basic presumption that is found in the 
literature, which is based on the principles of neoclassical economics, is 
that FDI raises income and social welfare in the host country unless the 
optimum conditions are significantly distorted by protection, monopoly 
and externalities .47 It should be kept in mind that MNCs operate in such 
a way as to maximize profits world wide and in the processes they shift 
resources to areas where returns are high and buy inputs were their 
prices are low (after all they are profit maximisers). On the surface, it 
would seem that this is some sort of efficiency that leads to an increase 
in world welfare. However; the problem is that MNCs exist and operate 
primarily because of market imperfections, which costs doubts by the 
validity of the conclusion that FDI leads to an increase in welfare. Thus, 
the impact of FDI on host country can be classified into: 
• Economic Effect; 
• Political Effect; 
• Social Effect. 
^^  LaM, S. and Streeten, P. (1997); "Foreign Investment, Transnationals and Developing Countries"; 
London, Macmillan. 
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Further, the ecoi\oinic effects of FDI can be classified into: macro-
effects, and macro-effects. The usual convention in analyzing the macro 
effects of FDI is to treat it as a rise in foreign borrowing. If there is 
unemployment and capital shortage (as it is typically the case in 
developing countries like India) such borrowing leads to a rise in 
output and income in the host country. FDI will, under these 
conditions, have beneficial effect on BOP but an indeterminate effect on 
terms of trade (depending on whether the impact of increased output 
falls on import substitutes or exports). 
The micro-effects of FDI pertain to structural changes in the 
economic and industrial organization. In general, the micro effects 
pertain to individual firms and individual industries particularly those 
that are closely exposed to and associated with FDI. 
In simple words, we can say that macro economic effect is 
connected with issues of domestic capital formation, BOPs and taking 
advantage of external markets for achieving faster growth, while the 
latter is connected with the issue of cost reduction, product quality 
improvement, making changes in industrial structure and developing 
global inter-firm linkages The macro-economic effects of the investment 
made by one multi-multinational may be quite different from that of 
another multinational even if investments are made in the same 
industry just like the theories of FDI, there is significant overlapping in 
the discussion of there effects. 
After a brief review of past studies on impact of FDI in a host 
country, it is now feasible to give a brief outline of the general economic 
effects of FDI under following paragraphs: 
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2.7.1. The Provision of Capital 
The two-gap model illustrates that developing economies 
typically face the problem of increasing their savings to match their 
investment needs (that arises due to saving gap) and financing imports 
through export earning which arises due to foreign exchange gap [See, 
for example; McKinnon (1963)4«]. FDI contributes to filling these two 
gaps because MNCs have better access to financial markets. Besides 
this: 
> FDI by a particular MNC in a particular project may encourage 
other MNCs to participate in the same project; 
> Such an action may encourage the flow of official development 
aid from the investor's home country; 
> By offering locals attractive investment opportimities, FDI may 
mobilize domestic savings. 
Therefore, it is arguable that the net impact of FDI on the 
quantum of capital flows to developing coimtries is usually positive 
because it leads to an increase in the flow of financial resources 
available for investment and therefore, can stimulate domestic 
investment through forward and backward linkages. 
2.7.2. Up gradation of Technology 
Technology transfer is identified by economic literature as 
perhaps the most important channel which foreign corporate presence 
may produce positive externalities in the host economy. MNE's are the 
developed world's most important source of corporate R & D activity. 
They generally possess a higher level of technology than is available in 
•»8 McKinnon, R. (1963); "Foreign Exchange Constraints in Economic Development and Efficient Aid 
Allocation"; Economic Journal, Vol.73, pp.338-409. 
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developing countries, so they have the potential to generate 
considerable technological spillovers. However; whether and to what 
extent MNEs facilitate such spillovers varies according to content and 
sectors. If, at one extreme, foreign companies were wholly willing to 
diffuse certain technologies, than the host country would generally be 
able to acquire them via direct purchases or licensing agreements, 
rather than relying on the more indirect FDI route. 
FI brings with it technological knowledge while transferring 
machinery and equipment to developing countries and that is why 
diffusion of technology plays a central role in the process of economic 
development [see for example; Nelson and Phelps (1966)49; Jovanovic 
and Rob (1989)50; Segerstrom, (1991)5i]. And, what benefits the local 
economy will be to reap from the investments depends, among other 
factors on the capabilities of the host coimtry in regard to technology 
transfer and industrial restructuring.52 The transfer of technology has 
perhaps become the predominant issue around which discussion of 
MNCs and their dealings with the developing countries evolve. This is 
because technology is believed to be a vital source of economic growth, 
capital accumulation, trade, production etc. Particular problems in this 
respect take the form of how foreign technology is transferred to, and 
absorbed by the host country and how it affects this country's economy. 
The indirect effects of FDI on development which arise from the 
diffusion of technology and other know-how are sometimes more 
« Ne l son , R. R. a n d Phe lp s , E. (1966); "Investment in Humans, Technological Diffusion and 
Economic Growth"; A m e r i c a n Economic Review (Paper a n d P roceed ings ) , N o . 56, p p . 69-75. 
50 Jovanovic, B. and Rob, R. (1989); "The Growth and Diffusion of Knowledge"; Review of 
Economic Studies, No.56, pp.569-582. 
51 Sege r s t rom, P. S. (1991); "Innovation, IniHation and Economic Growth"; Jou rna l of Political 
E c o n o m y , No.99 , p p . 807-827. 
52 Go lda r , B. a n d I sh igami , E. (1999); "Foreign Direct Investment in Asia"; Economic a n d 
Political Weekly, Review of Industry and Management, August 1. 
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important than the direct effects of FDI. Therefore, one should coiisider 
not only the actual transfer of technology but also the spread of better 
managerial practices and the contribution of FDI to an enhancing 
competition in host country markets. 
2.7.3. Improvement in Export Competitiveness 
FDI makes a positive impact on the host country's export 
performance by raising the level of efficiency and the standards of 
product quality. FDI may also contribute to export growth by 
facilitating access to the markets of industrialized countries.53 Besides 
this, FDI contributes directly where the foreign investment has been 
made with the specific intention of sourcing parts/components/final 
products form the host country to take advantage of low cost 
conditions. Increased export possibility contributes to the growth of 
host economies by relaxing demand side constraints on growth. In this 
regard, the empirical evidence available is mixed. Most empirical 
studies based on cross-sectional industry and firm level data indicate a 
positive relationship. For example, Lipsey and Weiss (1981,1984)54 and 
Blomstron etal. (1988)55 found a predominantly positive relationship. 
Pain and Wakelin (1998)56 considered a time series relatioriship between 
manufacturing exports and FDI for eleven OECD countries and found 
mixed results. Blorigen (1999)57 argues that most of the empirical 
53 B l o m s t r o m , M a n d L ipsey , R. E. (1993); " F o r e i g n Firms and Structural Adjustment in Latin 
America: Lessons from the Debt Crisis"; in Hanson, G. (ed.). Trade, Growth and Development, 
London: Routledge, pp. 109-132. 
54 L i p s e y , R. E. a n d W e i s s , M.Y. (1981); "Foreign Production and Exports in Manufacturing 
Industries"; Review of Economics and Statistics, No. 63, VoLLXIII, pp.488-494. 
55 B l o m s t r o m , M. , L ipsey , R. E. a n d K u l c h y c k y , K. (1988); "US and Swedish Direct Investments 
and Exports"; in R. E Baldin, Trade Policy Issues and Empirical Analysis, Chicago: Chicago 
University Press. 
56 Pain, N. and Wakelin, K. (1998); "Export Performance and tiie role of FDI"; The Manchester 
School, pp.66-88. 
57 B lo r igen , B. A (1999); "In Search of Substitution between Foreign Production and Exports"; 
NBER Working Paper, No. 7154. 
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Studies of the relationship between trade and FDI indicate 
complementary relationship [for example; pelderbos and Slenwaegen, 
(1998)58]. Finally, Anviti etal. (2000)59 explains why the evidence is mixed 
in terms of country characteristics, hence attributing the difference to 
whether FDI is horizontal or vertical. 
2.7.4. Increase in Productivity 
Many of the studies have supported the view that productivity is 
likely to rise and unit cost is likely to decline, if FDI is export-promoting 
and the products of the subsidiary are destined for the large world 
markets and the underlying conditions and policies allow the 
installation of plants designed to achieve the full economies of scale. On 
the other hand, if FDI is import-substituting and the size of the market 
is too small to allow the installation of the optimum plant size, then 
productive efficiency may not be achieved. 
2.7.5. Creation of Employment Opportunities 
There is a direct relation between investment and employment 
creation (as per general theory of Keynes, 1936). FDI can create 
employment opportunities in the modem sectors of the developing 
economies. In general, the employment effects of FDI may be 
summarized as follows: 
• FDI is capable of raising employment directly by setting up new 
facilities or indirectly by stimulating employment in distribution. 
• FDI can preserve employment by acquiring and restructuring 
ailing firms. 
5« Belderbos, R. and Sleuwaegen, L. (1998); "Tarijf Jumping Direct Foreign Investment and Export 
Substitution: Japanese Electronic Firms in Europe"; International Journal of Industrial 
Organization, No. 16, pp. 601-638. 
5' Amiti, M., Greenaway, D. and Wakelin, K. (2000); "Foreign Direct Investment and Trade: 
Substitutes or Compliments?"; University of Melbourne, Unpublished Paper. 
89 
FDI: A Conceptual Framexoork 
• However, FDI can reduce employment through disinvestments 
and the closure of production facilities. 
There is also considerable divergence in views on employment 
effect of FDI. Further, Baldwin (1995)60 argues that FDI effects on 
employment can be taken into account only after these three issues are 
taken into consideration: 
• The extent to which FDI substitutes for domestic investment. 
• The extent to which FDI stimulates the exports of intermediate 
goods and capital goods and 
• Whether FDI involves the construction of new plants or simply 
the acquisition of existing facilities. 
2.7.6. Resilience Factor Benefit 
FDI is considered less prone to crisis because direct investors 
typically have a stronger long-term perspective when engaging in a 
host country. During Latin American debt crisis of the 1980's, global 
financial crisis, 1997-98 (in East Asian countries), Mexican crisis of 1994-
95, FDI proved to be resilent and hence was stable during such crisis. In 
sharp contrast, other forms of private capital flow like the portfolio and 
debt flows were subject to large reversals during such crisis. And this is 
only due to this resilience, which had led many developing countries to 
favour FDI over other forms of capital flows to supplement national 
savings by capital inflows and promote economic development. 
2.7.7. Consumers Benefit 
Through FDI in the developing coimtries, consumers gain in the 
form of new products and qualitative products at reduced prices. 
«• Baldwin, R. E. (1995); "The Effects of Trade and Foreign Direct Investment on Employment and 
Relative Wages"; NBER Working Paper, No. 5037. 
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MNCs undertake production at large scale which gives economies of 
scale and hence reduce the per unit price of the products and services 
which ultimately benefits the consumers. 
2.7.8. Contribution to Public Revenues 
MNEs operating in a host country are taxed on the profits 
generated by such enterprises at specified rates. Therefore, FDI 
generates revenues for government. According to Industry Minsiter (ex) 
Mr. Murasoli Maran, "foreign investment is not cor\sidered only as a 
stock of capital but as something that provides modem technology, 
modem management practices, employment opportunities and a new 
market for products produced in India. Moreover, it is essential for an 
economy. We have a gap between our savings and investment rates. 
The gap can only be filled by FDI". 
Taking an overall view of major studies, it can be said that FDI is 
not an immixed blessing. But governments in developing countries 
have to be very careful while deciding the magnitude, pattern and 
conditioi\s of private foreign investment. Since 1960, the discussion on 
the advantages and disadvantages of FDI has started and is still 
enduring [Reuber etal, (1973)6i; Lai and Streeten, (1977)62]. The capital 
flows to an industry in which an existing firm has monopoly power in 
the world market, an increase in output from the new competition 
lowers the price of the exportable, thus reducing the terms of trade and 
potentially lowering welfare in the host country.63 Possible adverse 
" Reuber, G.L; Crookell, H; Emerson, M. and Gallais-Hamonno, G. (1973); "Private Foreign 
Investment in Development"; Oxford: Qarendon Press. 
62 Lall, S. and Streeten, P. (1997); "Foreign Investment, Transnationals and Developing Countries"; 
London, Macmillan. 
*3 Akkio, Hagiwara (2004); "Recent FDI Trends and Policies in Developing Asia"; Economic and 
Research Development, ADB. 
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implications of foreign investment that have been observed till now by 
various studies can be discussed in following paragraphs: 
> When foreign investment is competitive with home investment, 
profits in domestic industries fall, leading to fall in domestic 
savings. 
> Contribution of foreign firms to public revenue through 
corporate taxes is comparatively less in developing countries 
because of liberal tax concessions, investment allowances, 
disguised public subsidies and tariff protection provided by the 
host government. 
> Foreign firms reinforce dualistic socio-economic structure and 
increase income inequalities. They create a small number of 
highly paid modem sector executives. They divert resources 
away from priority sectors to the manufacture of sophisticated 
products for the consumption of the local elite. As they are 
located in urban areas, they create imbalances between rural and 
urban opportunities, accelerating flow of rural population to 
urban areas. 
> Foreign firms stimulate inappropriate consumption patterns 
through excessive advertising and monopolistic/oligopolistic 
market power. The products made by multinationals for the 
domestic market are not necessarily to be low in price and high in 
quality. Their technology is generally capital-intensive which 
does not suit the needs of a labour-surplus economy like India. 
> Foreign firms are able to extract sizeable economic and political 
concessions from competing governments of developing 
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countries. Consequently, private profits of these companies may 
exceed social benefits. 
> Foreign investments sometimes, have unfavorable effect on the 
BOP of a country because of the continuous drain of foreign 
exchange by way of royalties, dividends etc., is more than the 
investment made by the foreign concern. Foreign investors are 
very particular about profit repatriation facilities. FDI also tends 
to flow to the high profit area rather than to the priority sector. 
> Foreign firms may influence political decisions in developing 
countries. In view of their large size and power, national 
sovereignty and control over economic policies may be 
jeopardized. In extreme cases, they (foreign firms) may bribe 
public officials at the highest levels to secure undue favours. 
Similarly, they may contribute to friendly political parties and 
subvert the political process of the host country. 
> The technologies brought in by the foreign investor may not be 
adapted to the consumption needs, size of the domestic market, 
resource availabilities, stage of the development of the economy, 
etc. 
> Through their power and flexibility, MNCs can evade or 
undermine economic autonomy and control, and their activities 
may be inimical to the national interest of particular countries. 
> Foreign investors sometimes engage in unfair and unethical trade 
practices. 
Besides above, one of the most limitations to utilize the foreign 
capital is the absorptive capacity of the country to utilize the foreign 
capital effectively. Lack of infrastructural facilities, technical know-how. 
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personnel, inputs, market, feasible projects, inefficiency or inadequacy 
of administrative machinery, etc., are important factors that affect the 
absorptive capacity. Sometimes 'strings' are attached to the official 
assistance-the recipient country may be pressurized to fall in line with 
the ideology or direction of the donor. Therefore; the key question 
before developing countries like India is how they can minimize 
possible negative effects and maximize positive effects of FDI through 
appropriate policies. 
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GROWTH PATTERN OF FDI IN INDIA: A PRE 
AND POST ECONOMIC LIBERALISATION 
ANALYSIS 
3.1. INTRODUCTION 
In the preceding chapter, an endeavour was made to outline the 
theoretical and conceptual framework of the FDI. As the host 
government's policy has an important role in influencing the 
magnitude, importance, form and impact of FDI in the economy. 
Therefore, keeping this in mind, the researcher first examines the 
different phases of policy towards FDI in the pre and post liberalization 
period in India. Then, a comprehensive view of trends and patterns of 
FDI inflows in India is given. While analyzing these trends and 
patterns, first of all a global dimension of FDI is taken and then it is 
focused in the Indian perspective. 
In order to show pattern and composition of FDI inflows in the 
pre and post liberalization period, year-wise, state-wise, sector-wise and 
county-wise data is presented in the form of tables, figures, graphs, 
diagrams and on some data statistical tools have been used for more 
precise and accurate analysis and interpretation. This is an attempt to 
provide a broad picture of the FDI inflows into India. 
3.2. DIFFERENT PHASES OF POLICY TOWARDS FDI: 1948 - 2008 
Realizing the important contribution that foreign investment can 
make to the economic development, India has introduced many policy 
reforms to make macro-economic environment more conducive to 
Growth Pattern ofFDI in India: A Pre and Post Economic Liberalisation Analysis 
foreign investors. Restrictive investment regimes have been liberalized 
now^ to a major extent. Besides this various incentives and attractive 
policies are launched to encourage FDI in the economy. FI in India was 
highly regulated during the first three decades after independence in 
1947. In the 1980s, there was some relaxation in the FI policy in line with 
the industrial policy liberalization. The major policy initiative towards 
attracting FDI was outlined in the industrial policy statement of July, 
1999. Since then, several measures have been taken to liberalize and 
simplify the norms and procedures pertaining to FDI. Presenting, FDI is 
permitted under automatic route subject to specific guidelines except 
for a small negative list. 
It is interesting to note that initial steps on FI began to take shape 
with the onset of foreign exchange crisis of 1957-58 and the GOI began 
to relax its stance toward FDI. Thus, there was a pick-up in the number 
of foreign collaboration approvals. As the foreign exchange situation 
assumed crisis proportions in the late 1960s and there were increased 
outflows on account of foreign collaborations, the government began to 
take a restrictive stance on foreign collaboration. In particular, the 
enactment of FERA, 1973 became the key in guiding and controlling 
FDI inflows. Thus, came into being the phase of light regulation and 
selective policy in the 1970s. A highly restrictive and selective 
regulations implemented by an administrative system based on 
discretionary power prevailed through this period. 
In the wake of second oil crisis and India's failure to boost its 
manufactured exports, the foreign exchange position began to 
deteriorate by the early 1980s. The government adopted a multi-
pronged strategy for promotion of exports including encouraging TNCs 
to undertake export-oriented manufacturing. Thus, 1980s witnessed 
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selective efforts to attract FDI especially in high technology area and 
exports. Many restrictions on large houses and FERA companies were 
removed signalling a less restrictive policy environment for 'private 
investment' including FI. The 1980s were in a way the forerunners of 
the liberalization policy of the 90s. And when the economy slipped into 
serious external crisis at the beginning of the 90s, the response of the 
government was to go in for a comprehensive macro-economic and 
structural adjustment with economic reforms and globalization as the 
key elements since July, 1991. This phase in India's foreign collaboration 
policy is characterized by the FDI. Gradually the degree of openness 
was also increased which can be judged in terms of: 
(i) Sectors open to FDI, 
(ii) Level of foreign equity participation and 
(iii) Transparency in approval procedures. 
Thus, economic liberalization revealed new opportunities in India 
for foreign investors. US TNCs with Pepsico in the vanguard, were 
among the first to seize the opportunity. Infact, the world over, there 
has been a favorable change in the attitude toward FI. In India too, 
distinct changes have been observed in thrust and direction of FDI 
policy of the govenunent. 
Depending upon the thrust and direction of the policies at 
different periods of time, we can divide them into four different phases 
and each phase has its own distinctive features. Furthermore, in order 
to examine the first research question that whether FDI climate in India 
has improved in post liberalization or not? These phases have been 
divided into two periods namely pre-liberalization and post-
liberalization period. 
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3.2.1. PRE-LIBERALISATION PERIOD (1948 -1990) 
3.2.1.1. First Phase [1948-1967]: Cautious Welcome Policy towards 
FDI. 
3.2.1.2. Second Phase [1968-1979]: Selective and Restrictive Policy 
towards FDI. 
3.2.1.3. Third Phase [1980-1990]: Partial Liberalization of FDI 
Regulation and 
3.2.2. POST-LIBERALISATION PERIOD (1991 ONWARDS) 
3.2.2.1. Fourth Phase [1991 Onwards]: Liberalization and Open Door 
Policy. 
A detailed description of each phase is given in the following 
paragraphs. 
3.2.1.1. PHASE-I: CAUTIOUS WELCOME POLICY TOWARDS FDI 
(1948-67) 
The Indian government's policy towards FDI has evolved over 
time to time with the requirements of the process of development in 
different phases [Kumar, (1998)1]. During this period Indian planners 
adopted a development strategy, which was based on import 
substitution. The rationale behind adopting import substitution 
development strategy was that the Indian economy was short of capital, 
technology and entrepreneurship required for ambitious programme of 
development requirements of the economy. The attitude towards FDI 
was increasingly receptive. The IPR of 1948 and 1956 had also given a 
vital importance to foreign capital investment. But no such provision for 
1 Kumar, N. (1998); "Liberalization and Changing Patterns of Foreign Direct Investments: Has 
India's Relative Attractiveness as Host of FDI Improved"; Economic & Political Weekly, No. 33, 
May 30, pp.1321 - 1329. 
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regulation of foreign capital was provided in the FI policy statement 
(April, 1949). FI was welcomed on mutually advantageous terms, 
preferable through collaboration and majority local ownership. 
However; non-regulation of foreign capital and free hand given to 
foreign companies came under heavy criticism from local entrepreneurs 
after they found it difficult to compete with foreign rivals [Mishra and 
Puri,(2000)2]. 
Before independence India lacked a policy of its own on foreign 
capital because it was following a 'laissez faire policy'. The advent of 
independence brought into focus the various issues involved in the 
import of foreign capital and the need for defining a FI policy. 
Therefore, the government brought some major provision in the IPR of 
1948. This resolution firstly recognized the participation of foreign 
capital and enterprise necessary for the industrial development of the 
country. It was made necessary that foreign capital would be regulated 
in the national interest. Therefore; as a rule, the major interest in 
ownership and effective control was in the Indian hands. 
During 1949, firms with FI were treated at par with Indian firms 
as our ex-PM Shri Jawaharlal Lai Nehru, stated that 'once FI had been 
allowed to be made in the country; it would be given non-
discriminatory treatment. Assurance was also given for free remittance 
of dividends, profits, interest and repatriation of capital'. 
It was only in mid-1950s when Indian industrialization got 
underway foreign capital ventured into Indian economy with technical 
collaboration under IPR, 1956. But, the foreign exchange crisis of 1958 
marked two major changes in foreign collaborations in India i.e. more 
2 S. K. Mishra and V.K. Puri, (2000); "Indian Economy"; Himalayan Publishing House, Mumbai, 
p.820. 
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frequent equity participation by foreign enterprises and acceptance of 
equity participation in lieu of royalties and fees in major technical 
collaboration. 
After 1958, the government besides giving provisional license to 
Indian entrepreneurs to secure part (or all) of the foreign exchange (by 
way FI), extended the AID Investment Guarantee Program to cover 
American investment in India. Moreover, licensing procedure was 
made simple to encourage approvals of foreign collaboration and tax 
concession benefits foreign enterprises were given. In addition. Double 
Taxation Avoidance Agreements (DTAAs) were signed with a number 
of countries like Japan, USA, Finland, Denmark, Pakistan, France, 
Ceylon, Norway, West Germany and Sweden. 
The government decided in 1963-64 to give 'letters of intent' to 
foreign companies to proceed with their capital projects instead of 
making the foreign company fund Indian partner and their giving the 
'letter of intent' to the Indian partner. For such purpose, the service of 
IDBI was used. During 1965, the finance act (1965), encouraged FI by 
making following provisions: 
a- Tax exemptions on the interest accruing a non-resident 
account on money transferred from abroad through 
recognized banking channels and deposited in any bank in 
India. 
b- Extension of tax exemption limit from 5 years to 7 years in 
respect of salaries of foreigners as foreign technicians. 
c- Tax rates on non-residents income assessable in India were 
brought down at par with those applicable to the income of 
residents. 
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d- The rate of tax deduction at source from non-residents income 
was lowered. 
e- Refund of capital gains tax arising from the transfer of shares 
held by non-resident in an Indian company, provided the sale 
proceeds were invested in India. 
In addition to the above, the government in May 1966, decided 
that investments by NRIs would be allowed without any limit in public 
limited industrial concerns in India. 
3.2.1.2. PHASE-II: SELECTIVE AND RESTRICTIVE POLICY 
TOWARDS FDI (1968-79) 
Nationalization of strategic sectors like banking, power, 
telecommunication, petroleum etc. and a strong emphasis on import 
substitution throughout 1960s and 1970s enabled Indian authorities to 
protect fledgling businesses to develop a diversified industrial base. The 
complex license system made it difficult for any foreign company to 
have its own manufacturing facilities in India. But under the National 
Industrial Licensing Policy of February, 1970; the larger industrial 
houses and foreign enterprises were permitted to set up industries in 
the 'core' and the 'heavy investment sectors' except industries reserved 
for public sectors. Though the goverriment policy on FI continued to 
attract FI inflows into India, yet the policy became very selective during 
1972-73. 
From 1973 onwards, the activities of foreign companies (along 
with those of local large industrial houses) were further restricted to a 
selected group of jpore or high priority industries. In the same year 
FERA came into force (to regulate the entry of foreign capital in the 
form of branches, NRIs investment and employment of foreigners in 
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India) which required all foreign companies operating in India to get 
registered under Indian corporate legislation with up-to 40 per cent 
foreign equity. Exceptions from the general limit of 40 per cent were 
made only for companies operating in high technology sectors, tea 
plantations, or those producing predominantly for exports with the 
permission from RBI to carry on business provided they did not exceed 
the licensed capacity and undertook no expansion or diversification of 
activities. Foreign shipping companies were given permission to start 
business in India in October, 1974. 
It was in October, 1975 that government tried to promote 
investment by NRIs and PIOs to invest in the equity capital of 
permitted industries up to a maximum of 20 per cent of issue of capital 
of new industries. Such investments were made by remittances from 
abroad through approved banking charmels or Non-Resident (external) 
account funds. NRIs were further allowed in October, 1976 to start 
industrial uruts in India by bringing imported machinery and 
permitting equity investment up to 74 per cent without any minimum 
limit in a number of priority sector industries. In case of investment in 
other industries, permission was also granted provided the investor 
undertook to export 60 per cent of the output and this limit was 75 per 
cent in case of SSS. 
On Dec 23,1977 a statement on industrial policy was presented to 
parliament to allow FI and acquisition of technology necessary for 
industrial development provided they were in national interest. Except 
in highly export oriented and sophisticated technology, majority 
interest in ownership and effective confa-ol were in Indian hands. It was 
made clear by government that where FI had been approved, there 
could be full freedom for remittance of profits, dividends, royalties and 
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repatriation of capital. Besides this, the companies which diluted their 
non-resident holdings to less than 40 per cent were treated at par with 
Indian companies while strictly were following provisions of FERA. A 
revised illustrative hst was also made where no foreign collaboration 
(technical/financial) was considered necessary due to the development 
of indigenous technology. 
Thus, we can say that this phase was characterized by 
considerable investment in various industries, substantial expansion in 
scientific and technological knowledge, infrastructure development, 
skill formation, lesser requirement of capital and technological imports. 
Beside this, outflow on accoimt of servicing of FDI and technology 
imports from earlier period began to rise in the form of dividends, 
royalties, profits and technological fees etc. All these factors forced the 
government adopt a more selective and restrictive attitude toward FDI. 
In brief the most prominent features of FDI policy adopted 
during this phase are as vmder: 
i. FDI without technology transfer were restricted. 
Prohibition of FI in industries where local capability was 
available. 
Equity participation of more than 40 % was disallowed. 
The renewals of foreign collaboration agreements were 
restricted. 
Foreign collaborations required exclusive use of Indian 
consultancy services wherever available, 
FERA, 1973 was passed further restricting FDI in certain core 
or high priority industries. 
11. 
111. 
IV. 
V. 
VI. 
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Therefore, keeping all provisions in mind, this phase of FDI 
policy can be known as the period of restrictions and tight regularities 
on FDI inflows. 
3.2.1.3. PHASE-III: PARTIAL LIBERALIZATION OF FDI 
REGULATIONS (1980-1990) 
After bringing a major change through FERA in 1970s, the 
government realized the India's failure to bridge the gap between the 
volume and the proportion of her manufactured exports in the wake of 
second oil prices crisis due to the war between Iraq and Iran causing 
worries for all developing and developed economies. Due to 
technological obsolescence, high cost of production, inferior product 
quality and highly protected markets, it was felt that Indian goods have 
lost competitiveness at international level. Dominance of marketing 
channels by the MNEs in the industrialized nations also added one to 
these problems.3 Therefore, government formulated a policy in 1980s 
emphasizing the need for modernization of plant and equipments by 
liberalizing inflow of capital goods and technology, exposing Indian 
industry to competition by reducing import restrictions and tariffs and 
encouraging MNEs to increase exports by establishing EOUs. 
Throughout 1980s, the attitude towards FDI began to change as a 
part of strategy of modernization of industry with liberalized import of 
capital goods and technology, exposing the Indian industry for foreign 
competition and assigning a greater role to MNEs in the promotion of 
manufactured exports. But, towards the mid- 1980s, the competency 
had become inadequate and could not respond to the challenges of the 
international environment. Counter-measures were needed to stop the 
economic downtiun and reduce the country's isolation. The first visible 
3 GOI, Ministry of Commerce (1980); Committee on Export Strategy (Tandon Committee); New Delhi. 
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sign of change was the Maruati (people's car project) proposed by 
Sanjay Gandhi. Western TNCs again took an interest in the Indian 
industry. Most foreign chemicals, drug and pharmaceuticals companies 
that had been exporting to India began to set up manufacturing 
subsidiaries in India. However, FDI for collaboration projects was still 
heavily regulated. Foreign parent companies had to first study a 
complex set of rules which varied with the industry type, royalty 
payments, contract duration, renewal of technology transfer agreement. 
Restrictions were also applied to FDI proposals that were not 
accompanied by significant technology transfer and oriented towards 
non-priority industries. 
During 1982-83, the government liberalized facilities with regard 
to bank deposits and investments in equity shares of the corporate 
sector. Further; in Aug 1982, preference shares and debentures issued 
by Indian companies were also covered for such investment. Besides 
these facilities, both public and private Indian enterprises had been 
selectively permitted to raise funds abroad. However, the facilities 
available for deposits in non-resident accounts and in shares of Indian 
companies were confined to non-resident individuals of Indian 
nationality or origin. 
In case of NRIs and OCBs, it was decided that they can make 
portfolio investment (with repatriatibility) through Indian stock 
exchanges in equity/preference shares and convertible/non-convertible 
debentures without any limit on the quantum or value. Payment for 
purchases either through Stock Exchanges or for direct investment in 
new issues was to be made by the investor either out of the funds held 
in non-resident external accounts designated in rupees or in foreign 
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currencies and ordinary non-resident accounts, or by fresh remittances 
from abroad. 
In May 1983, relaxations granted to NRIs investment were subject 
to a specific limit. For example; an overall ceiling of 5 per cent of the 
value of total paid up equity of the company concerned and 5 per cent 
of the total paid up value of convertible debentures was fixed on 
purchase of equity in stock exchanges on repatriation and non-
repatriation basis together. 
During ex-P.M, Rajive Gandhi's regime in 1984, conditions for 
foreign investors were further relaxed, although the declared objective 
to preserve a high degree of self- reliance through protection of national 
industries still influenced policy measures. Globalization and trade 
liberalization could no longer be ignored and authorities became more 
receptive to new projects presented by TNCs as they were considered 
vital for long-term industrial moderruzation based on a combination of 
technology and global market access. 
The government abolished the estate duty in 1985-86 which was 
considered as one of the major hurdle in the way of inward remittances 
to India by NRIs of Indian nationality or origin. The surcharge on 
Income Tax on NRI's income was abolished bringing down effective tax 
rate an NRI's income to 20 per cent from 22.5 per cent. 
During 1986-87, the government permitted NRIs to subscribe to 
memorandum and articles of association of a new company and take up 
shares to the face value of Rs. 10,000 for the purpose of its 
incorporation. In addition, it allowed Indian companies with more than 
40 per cent non-resident interest to acquire immovable properties in 
India. Further, NRIs were allowed to invest: 
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i. Up-to 100 per cent of equity capital in Sick Industrial Units; 
ii. In new issues of Indian shipping companies (under the 40 per 
cent scheme) and 
iii. In diagnostic centers in India (under 40 per cent or 74 per cent 
scheme). 
And to facilitate the flow of superior technology to the existing 
industries, it was decided in Dec, 1986 by CCEA to allow foreign equity 
participation in existing Indian companies provided they employ 
superior technology. The employment of foreign nationals was also 
made easier.^ In the same period, a fast channel was set up for 
expediting clearance of FDI proposals from major investing countries 
like USA, UK, Germany, Japan and France. Towards the late 1980s, FDI 
reached levels that marked India's readiness to shift away from its 
earlier mixed economy to a 'free market economy'. During 1988, the 
government introduced interest rate scheme and it was also finalized to 
remove quantitative ceiling of Rs. 40 lacs for making investment in 
India by NRIs in private companies (under 40 per cent scheme) to 
augment inflows into India. 
3.2.2.1. PHASE IV: LIBERALISATION AND OPEN DOOR POLICY 
(1991 ONWARDS) 
Due to the collapse of Soviet Union, India's major trading partner 
in 1989 and the Kuwait war in 1990 leading to a rise in oil prices, India's 
overall BOP and foreign exchange position started to decline to all time 
low-level of barely covering a month's imports. The NRI deposits also 
dried up amidst all these uncertainties. As a result, the GOI tried to 
negotiate a structural adjustment loan from the IMF and a package of 
India Today, January, 1988, p.25. 
107 
Growth Pattern ofFDI in India: A Pre and Post Economic Liberalisation Analysis 
economic reforms was introduced in the year 1991. It marked a 
departure from the restrictive phase towards FDI along with a much 
more liberal trade reforms besides reforms of capital market and 
exchange control. This economic liberalization revealed new 
opportunities in bidia for foreign investors. 
For the purpose of approving FDI proposals in the country, the 
government introduced three-tier authority: 
i. The RBI's automatic approval system; 
ii. Secretariat for Industrial Approvals (SIA) for considering 
proposal within the general limits and 
iii. FIPB specially created to invite, negotiate and facilitate 
substantial investment by international companies that would 
provide access to high technology and world markets. 
It was only in July, 1991 that with the adoption of the NIP 
resolution, there was a paradigm shift in the approach, thrust and 
direction of FDI policy. This industrial policy statement has followed an 
'open door policy' on FI and technology transfer. This shift in policy is 
evident from one of the main objective of this statement being, 'foreign 
investment and technology collaboration would be welcomed to obtain 
high technology to increase exports and to expand the production base'. 
In addition, different favorable policy environment coiisist of 
liberalization policies on FI, foreign technology collaboration, foreign 
trade and foreign exchange have been exerting positive influence on 
foreign firm's decisions on investiiient and business operation in the 
country.5 After the NIP, automatic clearance for imports of capital 
goods up to 25 per cent of the total value of plant and equipment 
subject to a maximum of Rs. 20 million was to be given. In some high 
5 For more information see Jeromi, P.D (1994); "Foreign Direct Investment: Trends and Impact". 
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priority industries, FI up to 51 percent was approved automatically, 
provided the foreign equity was sufficient to cover cost of imported 
capital goods. Foreign equity proposals did not necessarily need to be 
accompanied by foreign technology agreement. Trading companies 
engaged primarily in export activities were allowed upto 51 percent 
foreign equity .^  
In order to ensure that approvals for foreign investments 
(including NRI investments) were quickly translated into actual 
investment inflows and that proposals fructify into projects. Ministry of 
Industry in August 1999 established a FIIA. Particularly in cases where 
FIPB clearance was needed, approval time was reduced to 30 days. 
During the year 2000-2001, FDI upto 100 per cent has been 
permitted in e-commerce subject to specific conditions. The dividend 
balancing condition for FDI in twenty-two consumer goods industries 
has been removed. The upper limit of Rs. 1500 crore for FDI in projects 
involving electricity generation, transmission and distribution has been 
dispensed with. The ceiling for FDI under the automatic route in oil 
refining has been liberalized to 100 per cent from 49 per cent. The limit 
has been raised to 100 per cent for all manufacturing activities in SEZs 
also. Foreign equity participation upto 26 percent were also allowed in 
the insurance sector subject to the issue of necessary lincense by the 
IRDA. Also, 100 per cent FDI has been allowed in the 
telecommimications sector for internet service providers (ISPS) not 
providing gateways, infrastructure providers providing dark fiber, 
electronic mail and voice mail. 
* Kumar, Nagesh (1994); "Government Policy and Foreign Direct Investment in India"; Economic 
& Political Weekly, Vol. XXXIII, No.22. 
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On September 2002, some of the radical recommendations on FDI 
have been made by the N.K Singh Committee. These include hiking the 
sectoral caps for FDI as given in table - 3.1. 
Table - 3.1 
N.K Singh Committee Report on FDI Sectoral Caps 
Sector 
Recommended For 100 per cent FDI 
i. Drugs 
ii. Petroleum Refining 
iii. Oil Marketing 
iv. Diamond, Precious Stone 
V. Petroleum Exploration 
vi. Coal and Lignite 
vii. Coal wathery 
viii. Airports 
ix. Total Bandwidth 
X. Telecom Gateway 
xi. Pipelines for Gas and Oil 
xii. Bcmking 
xiii. Investment Companies 
xiv. Internet Service Providers 
XV. E-mail and Voice mail 
xvi. Radio Paging 
xvii. Advertising 
<viii. Trading 
xix. Courier Service 
XX. Commercial complexes 
xxi. Individual Housing/building 
Existing Limit 
100 
26 
74 
74 
51-100 
50 
50 
74 
74 
74 
51 
49 
49 
100 
100 
74 
74 
51 
100 
0 
0 
Recommended for 74 per cent FDI 
i. Basic Mobile Telecom Services 
Recommended for 49 per cent FDI 
i. Small Scale Industries 
ii. Civil aviation 
iii. Insurance 
iv. Broadcasting (DTH, KV) 
j v. Plantation 
Source: India Today, September 30,2002. 
49 
24 
40 
26 
20 
0 
The committee has also given recommendations for empowering the 
FIPB and FIIA to expedite the process of administrative and policy 
approvals. This committee has also suggested that SEZs should be 
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developed as the most competitive destination for export-related FDI 
by simplifying laws, rules, administrative procedures and reducing 
red-tape to the levels found in China. 
In order to further liberalize the FDI regime following measures 
were taken during 2004-05: 
(i) Increase in the FDI limits in air transport services (domestic 
airlines) upto 49 per cent through automatic route and upto 
100 per cent by NRIs through automatic routes. But, no direct 
or indirect equity participation by foreign airlines was 
allowed. 
(ii) Prior approval of the government would be required only in 
case where the foreign investor has an existing JV for 
technology transfer/trade mark agreement in the 'same field'. 
Foreign investment in the banking sector has been further 
liberalized by raising FDI limit in private sector bai\ks to 74 per cent 
under the automatic route including investment by FIIs. The aggregate 
foreign investment in a private bank from all sources were had to be a 
maximum of 74 per cent of the paid up capital of the bank and at all 
times, at least 26 per cent of the paid up capital held by residents. 
Recently in 2008, a comprehensive and major review of the FDI 
policy was undertaken with a view to consolidate the liberalization 
already effected and further rationalize the FDI policy governing 
various activities.7 As a result of this exercise, the following major 
policy changes have been made: 
i. Change of Route: FDI has been allowed up to 100% under the 
automatic route for distillation and brewing of potable 
' Details of Further Liberalization of FDI Policy in 2008 is given under Annexure -
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alcohol; manufacture of industrial explosives; manufacture of 
hazardous chemicals; manufacturing activities; setting up of 
greenfield airport projects; laying of natural gas/ LNG 
pipelines, market study and formulation and Investment 
financing in the Petroleum sector; and cash and carry 
wholesale trading and export trading. 
ii. Increase in Equity Caps: FDI caps have been increased to 
100% and automatic route extended to coal and lignite mining 
for captive consumption; setting up infrastructure relating to 
marketing in petroleum and natural gas sector; and 
exploration and mining of diamonds and precious stones. 
iii. FDI in New Activities: FDI has been allowed up to 100% on 
the automatic route in power trading and processing and 
warehousing of coffee and rubber. FDI has also been allowed 
up to 51% for 'single brand' product retailing which requires 
prior government approval. Specific guidelines have also been 
issued for governing FDI for 'single brand' product retailing. 
iv. Removal of Restrictive Conditions: A number of restrictions 
have been removed for business to business (B2B) e-
commerce. Besides, mandatory divestment condition has also 
been dispensed with by the Ministry of Commerce and 
Industry, DIPP. 
V. Procedural Simplification: The transfer of shares from 
resident to non-resident including acquisition of shares in an 
existing company has been placed on the automatic route, 
subject to the sectoral policy on FDI. Equity caps on FDI are 
presently only on limited sectors viz: 
12 
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a. Upto 20%- FM radio broadcasting. 
b. Upto 26%- Insurance, defence production, petroleum 
refining in the PSUs; print and electronic media covering 
news and current affairs. 
c. Upto 49%- Air transport services; asset reconstruction 
companies; cable network; DTH; hardware for up linking, 
HUB etc. 
d. Upto 51%- Single brand retailing of products. 
6. Upto 74%- Atomic minerals; private sector banking; 
telecom services; establishment and operation of satellites. 
vi. FDI Policy in the Agriculture and Plantation Sector: In the year 
2006, agriculture and plantations were removed from the list of 
prohibited sectors for FDI and the activities permitted within these 
sectors were included in the sector-specific policy. As per the present 
policy, FDI up to 100% is permitted imder the automatic route in the 
under mentioned activities viz. floriculture, horticulture, development 
of seeds, animal husbandry, pisciculture, aquaculture and cultivation of 
vegetables and mushrooms, under controlled conditions and services 
related to agro and allied sectors.^ 
FDI up to 100% with prior government approval is permitted in 
tea plantation, subject to the conditions of divestment of 26% equity of 
the company in favour of an Indian partner within a period of five years 
and prior approval of the state government concerned in case of any 
future land use change. Besides the above two, FDI is not allowed in 
any other agricultural sector/activity. 
vii. Prohibited Sectors^: Currently, FDI is prohibited only in four 
activities which are: 
a. Retail trading (except Single Brand product retailing); 
8 Annual Report - 2007-08; Ministry of Commerce and Industry, DIPP, Government of India. 
Sectoral Specific FDI Caps and Guidelines are given under Annexure - II. 
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h. Gambling and betting; 
c. Lottery and 
d. Atomic energy. 
3.3. INTERNATIONAL FDI POLICY CHANGES 
All over the world, governments continue to adopt measures to 
facilitate FDI. In 2006, 147 policy changes took place globally making 
host-country environments more favorable to FDI (table - 3,2). Most of 
them, nearly 74 per cent were introduced by developing countries. The 
table shows the number of countries who introduced regulatory 
changes, number of regulatory changes more favorable and less 
favorable to FDI during 1992 to 2006. It is discernible from the table that 
number of countries introducing regulatory changes is increasing from 
year to year. Clearly, in 2006 there have been 93 countries which 
brought regulatory changes which have more than doubled over 1992 
when only 43 countries were able to do so. It is also depictable that 
majority of the regulatory changes made, are in favour of FDI. It was 
highest i.e. 234 in 2002 which decreased to 147 in 2006. Therefore, it can 
be said that in 2006, 79.90 per cent regulatory changes have been more 
favorable to FDI than 20.10 per cent regulatory changes which have 
been less favorable to FDI during same year. To summarize the results, 
it can be said that majority of the countries are bringing regulatory 
changes favourable to FDI to increase and expedite its flow. 
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These above measures were taken to lower corporate income 
taxes as been done in Egypt, Ghana and Singapore and expanding 
promotional efforts (as in Brazil and hidia). Further liberalization of 
specific industries is under way in various countries, such as that 
relating to professional services in Italy, telecommunications in 
Botswana and Cape Verde, banking in the Lao People's Democratic 
Republic, Mali and energy in Albania and Bulgaria and Insurance and 
retailing in India. 
However, globally in some industries new restrictions on foreign 
ownership or measures to secure a greater government share in 
revenues were taken. Such steps were the most common in extractive 
industries and in industries deemed to be of 'strategic' importance. For 
example; in Algeria, State-owned oil and gas enterprises must now hold 
a nuiumum of a 51 per cent stake, and in Bolivia, by signing new 
contracts TNCs have returned ownership of petroleum reserves to the 
State oil company. In the Russian Federation, foreign investment is to be 
restricted in 'strategic sectors' such as defense and extractive industries, 
with only minority stakes permitted in the latter. In Venezuela, 
nationalizations in the 'strategic sectors' of energy and 
telecommunications are in progress. The perception that these and other 
changes might trigger renewed protectionism has led to some concern. 
However, as in 2005, the trend appears to be confined to a relatively 
small number of countries and to specific industries. The number of 
International Investment Agreements (IIAs) among countries has 
continued to grow, reaching a total of almost 5500 at the end of 2006 i.e. 
2573 Bilateral Investment Treaties (BITs), 2651 Double Taxation Treaties 
(DTTs) and 241 Free Trade Agreements (FTAs) and Economic 
Cooperation Arrangements (EGAs) contairung investment provisions 
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(table-3.3). The number of preferential trade agreements with 
investment provisions has almost doubled in the past five years. 
Developing countries are becoming increasingly important participants 
in international investment rule-making, partly reflecting growing 
South-South FDI. 
Table - 3.3 
International Investment Agreements 
(At the end of June, 2006) 
BITS 
2573 
DTTs 
2651 
FTAs & EDAs 
241 
OTHERS 
35 
TOTAL IIAs 
5500 
Source: Same as table - 3.2 
3.4. INTERNATIONAL FDI FLOWS 
After examining global and Indian policy changes towards FDI in 
the above paragraphs, it is pertinent to point out that in order to 
understand the significance of the FDI change, one need to examine the 
number, the size and the nature of the newly approved investments, 
actual capital flows, take-over of local companies by FDI and 
performance in-terms of net foreign exchange earnings by FDI 
enterprises. This change is examined in the following paragraphs under 
different heads. 
For the third consecutive year, global FDI inflows rose by 38 per 
cent to reach US$1,306 bn in 2006. This was close to the record level of 
US$1,411 bn reached in 2000 and reflects strong economic performance 
in many parts of the world. The growth of FDI in 2006 occurred in all 
three groups of economies i,e developed countries, developing 
cotmtries and the transition economies of South-East Europe and the 
Commonwealth of Independent States (CIS). 
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The rise in global FDI flows was partly driven by increasing 
corporate profits worldwide and resulting higher stock prices that 
raised the value of cross-border M & As. M & As continued to account 
for a high share of FDI flows, but greenfield investment also increased, 
especially in developing and transition economies. As a result of higher 
corporate profits, reinvested earnings have become an important 
component of inward FDI. They accounted for an estimated 30 per cent 
of total inflows worldwide in 2006 and for almost 50 per cent in 
developing countries alone. While FDI inflows in developed countries 
rose by 45 per cent (over the rate of the previous two years) to reach 
US$857 bn, flows to developing countries and the transition economies 
attained their highest levels ever i,e US$379 bn (a 21 per cent increase 
over those in 2005) and US$69 bn (a 68 per cent increase) respectively. 
The table - 3.4 shows global FDI inflows and outflows for the 
period 2001 to 2006. It is discernible from the table that developed 
world has got a major share in international FDI flows. On an average, 
its share in FDI inflows has been US$ 543.9 bn from 1991-2000 (around 
73.43 per cent). This inflow has increased significantly over years from 
US$ 609 bn in 2001 to US$ 8575 bn. Overall, all other countries 
(including developing ones) have also shown increasing inflows of FDI. 
Developing economies' average for the period under reference is US$ 
188 bn and from 2000 to 2006, FDI has shown an increase of US$167 bn. 
On an average, developing world has attracted 25.38 per cent of FDI 
inflows for the period of 1995-2000. More importantly, China being 
most attractive economy for FDI inflows has received on an average 
US$ 41.8bn for the same period and its share has been continuously 
increasing over the years from US$ 46.9 in 2000 to US$ 69.5bn in 2006. 
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On account of FDI outflows, developed economies have again 
topped the hst with an average of US$ 638.5 bn during 1995-2000. FDI 
outflows have increased from US$ 662.2 bn in 2001 to US$ 1023 bn in 
2006. Also the share in FDI outflows in the world on an average has 
been 63.03 per cent from 1995-2000, while in case of developing 
econonues this share has decreased from US$ 80.6 bn in 2001 to US$ 
45.4 bn in 2003 and after that it has been increasing continuously from 
US$ 116 bn to US$ 174.4 bn in 2005 and 2006 respectively. On an 
average developing economies' share in global FDI outflows has been 
10.39 per cent for the period of 2001 to 2006. Thus, it can be said that in 
general that FDI irtflows in developing economies have increased by 
around 4 per cent from 25.46 per cent in 2001 to 29.02 per cent in 2006 
while in case of developed economies, this share has decreased by 7.49 
per cent from 73.14 per cent in 2001 to 65.65 per cent in 2006. 
Developed countrys' TNCs remained the leading sources of FDI, 
accounting for 84 per cent of global outflows. While there was a 
rebound of FDI from the US, almost half of world outflows originated 
from EU countries, notably from France, Spain and the UK. TNCs from 
developing and transition economies continued their international 
expansion in 2006, led by Hong Kong (China) in the former group of 
economies and the Russian Federation in the latter. Total FDI outflows 
from these groups of economies reached US$193 bn, i.e. 16 per cent of 
global FDI outflows. 
The US regained its position in 2005 as the leading host country, 
followed by the UK and France (see table - 3.5). The largest inflows 
among developing economies went to China, Hong Kong (China) and 
Singapore and among the transition economies to the Russian 
Federation. 
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Table - 3.5 
Top-20 Pairs 
FDI Home-Host Partner Economies 
(Ranked By Inward FDI Stock of Host Partner) 
Rank 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
Home Economy 
UK 
Hong Kong, China 
USA 
Japan 
Germany 
USA 
Netherlands 
China 
British Virgin 
Islands 
Canada 
France 
Switzerland 
Luxembourg 
Netherlands 
Netherlands 
UK 
Netherlands 
Germany 
USA 
France 
Host Economy 
USA 
China 
UK 
USA 
USA 
Canada 
USA 
Hong Kong, China 
Hong Kong, China 
USA 
USA 
USA 
USA 
Germany 
France 
France 
UK 
UK 
Netherlands 
UK 
(UJ 
1985 
44 
-
48 
19 
15 
49 
37 
0.3 
-
17 
7 
11 
0.3 
5 
10 
9 
17 
3 
8 
5 
>$ in Billions) 
1995 
116 
120 
85 
105 
46 
83 
65 
28 
70 
46 
36 
27 
6 
34 
31 
26 
27 
14 
25 
13 
2005 
282 
242 
234 
190 
184 
177 
171 
164 
164 
144 
143 
122 
117 
111 
102 
96 
93 
86 
84 
80 
Source: Same as table - 3.2 
Increased cross-border M & A activity supports the current rise in 
global FDI. Such transactions rose significantly in 2006, both in value by 
about 23 per cent, to reach US$ 880 bn and in number by 14 per cent to 
6,974, reaching the previous M & A peak in 2000. This growth was 
driven by higher stock market valuations, rising corporate profits and 
favourable financing conditions. In contrast with the M & As boom of 
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the late 1990s, currently the transactions have been predominantly 
financed by cash and debt, rather than through an exchange of shares. 
The geographical pattern of FDI is also showing signs of change 
with new countries emerging as significant host and home economies. 
The rise of FDI from developing and transition economies and the 
growth of South-South FDI are notable and recent trends. Changes are 
taking place in the pattern of bilateral flows of FDI as well. In 2005, the 
largest bilateral outward FDI stock was that of the UK in the US around 
US$282 bn (table - 3.5). Twenty years back, this condition was the 
totally reverse. Whereas bilateral links between selected economies, 
such as those between the US on the one hand and Canada, the 
Netherlands and the UK, on the other, dominated the global picture of 
bilateral FDI relationships in 1985. Presently, the situation is 
considerably more multifaceted, reflecting the involvement of many 
more countries in international production big giant size TNCs. 
With strengthening relationships between countries within the 
same region and the emergence of many developing countries as 
sizeable investor economies, geographical proximity is becoming 
increasingly important in bilateral FDI relations. For example; in the top 
50 pairs of countries with the largest bilateral inward stock, 22 were 
from Europe in 2005, compared to 17 in 1995. FDI relationships between 
two economies can be further examined on the basis of the intensity of 
FDI, which compares the actual volume of bilateral FDI stocks with 
what would be 'expected' on the basis of the share of each economy in 
global inward and outward FDI. Such a measure shows that the US has 
a stronger-than-average FDI intensity with Canada, European countries 
with each other, and Japan with Asian countries. It also shows that 
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South- South relationships have strengthened over the past decade, 
especially in the Asian region. 
The table - 3.6 shows a comparative study between developed 
and developing economies interms of percentage share of iriflows and 
outflows of FDI for the period of 2001 to 2006. It is evident from the 
table that FDI inflows to developed economies have decreased from 
73.2 per cent to 65.7 per cent during the period under reference. But in 
case of developing countries this trend has been opposite i,e it has 
increased from 25.5 per cent to 29 per cent in the same period. However; 
FDI outflows from the developed economies have first increased from 
88.8 per cent in 2001 to 90.3 per cent in 2002 and then decreased from 90 
per cent in 2003 to 84.1 per cent in 2006. While in case of developing 
countries these FDI outflows have first decreased from 10.8 per cent in 
2001 to 8.1 per cent in 2003 and then increased to 14.3 per cent in 2006. 
Thus, from the table results, it can be said that developing countries are 
becoming more and more attractive destinations for FDI inflows while 
FDI outflows are also showing a growing trend since 2004. 
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3.5. DIFFERENT DIMENSIONS OF FDI IN INDIA: TRENDS, 
PATTERNS AND COMPOSITION 
The dimensions of the FDI flows into India could be explained in 
terms of its growth and size, sources and sectoral compositions. The 
growth of FDI inflows in India was not significant until 1991 due to the 
somewhat restrictive regulatory policy framework. However; under the 
new policy regime, FDI is expected to assume a much larger role in 
catalyzing Indian economic development. The economic reforms in 
general and liberalization of FDI policy in particular have affected the 
magnitude and pattern of FDI inflows received by India. 
The magnitude of FDI inflows received by India would appear 
too small, especially if compared with inflows received by other 
countries in the region such as China (around $50 billion in recent 
years). However; the difference in the FDI to GDP ratio narrows if 
account is taken of underestimation of FDI in India and overestimation 
of FDI in China due to round-tripping of Chinese capital. 
In an analysis of the role of liberalization in expanding the rising 
inflows of FDI till 1997, Kumar (1998)^ found that only a part of the 
increase in FDI inflows could be attributed to liberalization and a part 
of the rise was explained in-terms of a sharp expansion in the global 
scale of FDI outflows during the 1990s. Secondly, the decline in inflows 
since 1997 despite continued liberalization suggested that policy 
liberalization is not an adequate explanation of FDI inflows. 
Macroeconomic fundamentals of the host economies that emerge as the 
most powerful explanatory variables in the inter-country analysis of 
10 Kumar, Nagesh (1998); "liberalization and Changing Patterns of FDIs: Has India's Relative 
Attractiveness as A Host of FDI Improves"; Economic and Political Weekly, Vol. XXXIII, No. 22, 
May 30. 
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FDI inflows also explain the year to year fluctuations in FDI, although 
with a lag. Some indications of this trend are already available from the 
India emerging as the 2"^ most attractive FDI destination after china 
(compared to 6* in 2003 and 3'^ in 2004) in terms of FDI Confidence 
Index on the basis of survey of 1000 global corporations.^^ 
For the purpose of systematic and comparative analysis of FDI, 
we have divided this part into two period vis-a-vis pre-liberalization 
period and post-liberalization period. 
3.5.1. PRE-LIBERILISATION PERIOD (1948-1990) 
Under this period, all dimensions and aspects of FDI are 
undertaken which cover the time period from independence till 
liberalization of the Indian economy. Table - 3.7 summarizes the foreign 
collaboration approvals during 1948-90. This table presents the average 
number of collaborations per year, the proportion of foreign 
collaboration with equity participation and the volume of foreign 
investment approved. It is discerruble from the table that in the first 
decade after independence from 1948 to 1958, the average number of 
collaborations approved per year was 50 but due to the announcement 
of some major policy changes in the second half of 1950's resulted in an 
increase of almost five folds in the number of collaborations which rose 
to 297 during 1959-66. 
During this period, the foreign exchange was badly needed and 
on account of this fact almost 36 per cent collaboration approvals were 
with financial participation. Then came the restrictive phase in which 
the government adopted strict measures. The FERA was introduced in 
this phase i.e. from 1967-79. It brought down the average number of 
"A.T. Kearney's "FDI Confidence Index-2005" 
[Available at http://www.atkearney.com/shared_res/pdf/FDICIOct_2005_S.pdf] 
127 
Growth Pattern ofFDI in India: A Pre and Post Economic Liberalisation Analysis 
approvals to 242. With FERA in use, the proportion of foreign financial 
collaboration fell substantially from 36 per cent during 1956-66 to 16.11 
per cent 1967-79. 
Table - 3.7 
Foreign Collaboration Approvals 
(1948-1990) 
Period 
1948-58 
1959-66 
1967-79 
1980-88 
1989-90 
Average 
number of 
collaborations 
approved per 
year 
50 
297 
242 
744 
635 
Those with foreign equity 
Average. 
No. 
per year 
n.a 
108 
39 
170 
194 
Proportion 
in total 
n.a 
36.36 
16.11 
22.80 
30.55 
Avg. foreign 
investment 
involved per 
year 
(Rs.Million) 
n.a 
n.a 
53.62 
930.84 
2224.95 
Source: Compiled from various issues of RBI Bulletins, (July 1978, December 1984, 
April 1985 and august 1993). 
Note: n.a = not available 
With the adoption of some liberal policies by the Indian 
government in 1980's because of second oil price shock and the failure 
of Indian companies to compete in the international market, a number 
of reforms measure were also annovmced across the world. FERA was 
no more applicable in case of 100 per cent EOUs, amendments in MRTP 
Act and government's stress to set up more EFZs brought sigiuficant 
changes. The average number of approvals showed a steep rise from 
242 in 1967-79 to 744 during 1980-88. The increase in numbers of 
financial collaborations was also seen to rise from 16.1 per cent to 22.8 
per cent. The average value of foreign investment approved showed a 
tremendous change from Rs.53.62 million to Rs.930.84 million during 
the period under reference. The period from 1989 to 1990 was marked 
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by political uncertainty and as a result a minority government in power. 
This impacted change in the average number of collaboration approvals 
per year while on the contrary the foreign financial collaboration and 
average foreign investment involved per year increased significantly. 
The average number of approval, however, fell from 744 in 1980-88 to 
635 in 1989-90. While the proportion of foreign financial collaboration 
increased from 22.8 per cent in 1980-88 to 30.55 per cent in 1989-90. The 
average foreign investment involved per year was more than double it 
increased from Rs. 930.84 million in 1980-88 to Rs. 2224.95 million in 
1989-90 in a span of just two years. 
Table - 3.8 shows statistical data regarding the foreign 
collaboration approvals from 1984 to 1990 under three heads i.e. total 
number of the cases approved, cases involving foreign capital 
participation and the amount of foreign investment involved. It is 
discernible from the table that in the period from 1948 to 1955, the total 
number of approved cases were 284, which increased to 82 in 1960. The 
total number of foreign collaboration approvals in the year 1970 were 
183 which significantly decreased when compared to the figure of 1960. 
Out of 183 cases, 32 have foreign capital participation with the total 
foreign investment involved amounted to Rs. 24.52 million. This may 
have happened due to the restrictive measure adopted by the 
government and the introduction of FERA in the previous year. 
The table further reveals that in the year 1980, the total number of 
approval of foreign collaboration cases increased from 183 in 1970 to 
526 in 1980, which is almost more than twice. The cases involving 
foreign capital participation also rose to 73 from 32 and the amount of 
foreign investment involved increased from Rs. 24.24 million in 1970 to 
Rs. 1283.2 million in 1990 representing a rise of 259 per cent on an 
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Table - 3.8 
Foreign Collaboration Approvals Involving Foreign Capital 
Participation and Foreign Investment 
(1948-1990) 
Year 
1948-55 
1960 
1970 
1980 
1990 
Total number 
of Cases 
Approved 
284 
82 
183 
526 
666 
Cases involving 
Foreign Capital 
Participation 
n.a 
n.a 
32 
73 
194 
Foreign 
Investment 
involved 
(Rs. Million) 
n.a 
n.a 
24.52 
89.24 
1,283.2 
Source: Compiled from the Government of India, Ministry of Industry; Department of 
Scientific and Industrial Research; Annual Report 1992, GOI. India Investment Centre; 
Economic Survey 1992-93, GOI and SIA Newsletter, March 1994. 
average in twenty years. In 1990, the trend continued mainly on account 
of the liberalized policy measures and the number of cases were up 
from 526 in 1980 to 666 in 1990. Cases of foreign capital participation 
also rose to 194 from 73 and the amount of foreign investment involved 
also registered an upward trend from Rs. 89.24 million to Rs.1283.2 
million during the period under review. 
Table - 3.9 gives an account of inflow of FI in the pre - NIP era i.e. 
from 1948 to 1990 in the form of FDI and the PI. It considers the various 
modes of inflow of FDI such as, 100 per cent subsidiary, 50-100 per cent 
subsidiary and the other 50 per cent owned. 
130 
Growth Pattern ofFDI in India: A Pre and Post Economic Liberalisation Analysis 
Table - 3.9 
Stock of Foreign Direct Investment in India 
(1948-1990) 
Year 
Mid 1948 
End 1961 
March 
1970 
March 
1980 
March 
1985 
March 
1990 
Direct 
Investment 
by Direct 
Subsidiaries 
14.6 
27.0 
22.3 
6.0 
10.2 
11.3 
Investment 
50-100% 
Owned 
4.5 
20.7 
37.3 
45.5 
50.1 
52.2 
Others 
50% 
Owne 
d 
4.0 
5.0 
13.9 
41.8 
42.6 
44.1 
Direct 
Investment 
(DI) 
23.1 
52.7 
73.5 
93.3 
102.9 
107.6 
(Rs. Million) 
Portfolio 
Investment 
(PI) 
5.7 
4.3 
9.4 
12.2 
13.2 
15.1 
Total 
(DI+PI) 
28.8 
57.0 
82.9 
105.5 
116.1 
122.7 
Source: Compiled from the Various Issues of RBI Bulletins. 
The above table reveals that investments by 100 per cent 
subsidiary registered a fluctuating trend from a low of Rs. 6 million in 
1980. The investment rose to a high of Rs. 27 million in 1961 and then 
again fell slightly to Rs 22.3 million in 1970 and further went down to 
Rs. 6 million in 1980. But after that, it recorded an upward trend. As in 
cases of 50-100 per cent subsidiaries are concerned it recorded a rising 
trend, from Rs. 4.5 million in 1948 to Rs. 52.2 million in 1990 
representing a rise of about 25 per cent on average. The stock of FI of 50 
per cent subsidiaries registered a rising trend during the period under 
review. The overall total of both direct and PI recorded an increasing 
trend. 
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Table-3.10 presents statistical analysis as to how the restructuring 
has affected the organizational distribution of FDI in India from 1964 to 
1990. It is discernible from the table that the foreign branches accounted 
for 45.92 per cent of FDI liability in India in 1964, which declined to 2 
per cent in 1990. The decelerating growth in the foreign branches in the 
70's were attributed to the government's imposition of restrictions and 
the implementation of FERA which severely affected the stock of inflow 
of FDI in India. 
year 
1964 
1974 
1980 
1990 
Table - 3.10 
Organizational Distribution of FDI in India 
(1964 to 1990) 
(Rs Crores= 10 
Foreign Branches 
Value 
259.7 
241.6 
60.4 
54.1 
Per Cent 
45.92 
26.45 
6.47 
2.00 
Foreign Controlled Rupee 
Companies 
Majority Minority 
Owned Owned 
239.9 65.9 
(42.42) (11.65) 
470.4 201.4 
(51.50) (22.05) 
454.6 418.2 
(48.71) (44.81) 
2,650.9 
(98.0) 
million) 
Total 
565.5 
(100.0) 
913.4 
(100.0) 
933.2 
(100.0) 
2,705 
(100.0) 
hn 1964, only 11.65 per cent of FDI was held in the minority 
Foreign Conti-olled Rupee Companies (FCRCs). Their proportion, 
however; increased to 44.81 per cent by 1980. This ti-end continued and 
the minority ownership increased further but the decline in foreign 
branches continued for whole of the period under reference. 
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Table - 3.11 
Country -Wise Distribution of FDI 
(1964-1990) 
(Rs. Crores = 10 million) 
Country 
U.K 
U.S.A 
Germany 
Japan 
Sweden 
Switzerland 
Canada 
Netherlands 
FDI 
433.0 
82.3 
6.4 
n.a 
7.8 
13.6 
8.7 
n.a 
L964 
Per 
cent 
76.57 
14.53 
1.13 
n.a 
1.38 
2.40 
1.50 
n.a 
FDI 
503.3 
196.4 
65.0 
4.3 
20.1 
54.7 
34.1 
n.a 
L980 
Per 
cent 
53.93 
21.04 
6.96 
0.46 
2.15 
5.86 
3.65 
n.a 
FDI 
1321 
518 
167 
132 
77 
86 
77 
36 
1990 
Per 
cent 
48.8 
19.1 
9.9 
4.9 
2.8 
3.2 
2.8 
1.3 
Source: same as table - 3.9 
From the above table - 3.12, it is evident that UK has topped as 
the main source of FDI inflows in India in pre-liberalisation period. In 
1964, UK's share was around 76.57 and in 1990 although it has 
decreased to 48.8 but it was top among other countries. The share of 
FDI from U.S.A registered an increasing trend from 14.5 per cent in 1964 
to 19 per cent in 1990. The amoimts of FDI from Germany, Japan, 
Sweden, Switzerland and Canada also recorded increasing trend in 
1990 when compared with the period of 1964 in terms of FDI inflows. 
Table - 3.13 gives a detailed account as regards the distribution of 
FDI at the end of financial years 1964, 1974, 1980, and 1990 in some 
important industries like plantation, mining, petroleum, manufacturing 
and services. It is evident from the table that the FDI inflow in 
plantation has decreased from 18.7 per cent in 1964 to 9.5 per cent in 
1990. During 1964, manufacturing got highest share of 40.5 per cent 
followed by petroleum 25.3 per cent, plantations 18.7 per cent, services 
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14.8 per cent and ni ining 0.9 per cent. Mining and pe t ro l eum sectors 
recorded decl ining t rend and their share was a lmost negligible. 
Table - 3.12 
Sectoral Distribution of the Stock of FDI in India 
(1964-1990) 
(Rs. Crores = 10 million) 
Industry March 1964 March 1974 March 1980 Marchl 990 
A. Plantations 105.6 
(18.7) 
107.2 
(11.7) 
B. Mining 4.7 6.4 
C. Petroleum 143.3 
(25.3) 
137.9 
D. Manufacturing 229.3 
(40.5) 
625.6 
(68.4) 
38.5 
(4-1) 
7.8 
36.8 
i 3 ^ 
811.6 
(86.9) 
256 
J^5l 
8.0 
3.0 
2298 
(84.9) 
Food and 
Beverages. 
30.2 
(13.2) 
52.1 
(8.3) 
39.1 
(4.8) 
162 
(7.0) 
ii. Textile Products 16.6 
J721 
35.6 
J5JI 
32.0 
(3-9) 
92 
iii. Machinery and 
Machine Tools 
15.7 
(6.8) 
42.1 
(6.7) 
IV. Transport 
Equipment 
15.0 
(6.5) 
32.1 
(5.1) 
V. Metal and Metal 
Products 
vi Electrical Goods 
vii. Chemical and 
Allied Products 
33.1 
(14.4) 
86.7 
(13.9) 
18.2 
(7.9) 
viii. Miscellaneous 
E. Services 
60.1 
(26.2) 
68.1 
(10.9) 
40.4 
(17.6) 
Total 
82.3 
^4.6) 
203.7 
(32.6) 
105.0 
(16.7) 
565.5 
(100.0) 
39.8 
916.9 
(100.0) 
71.0 
(8.8) 
51.5 
(6.3) 
118.7 
(14.7) 
97.5 
(12.0) 
30.8 
(37.2) 
100.0 
(12.3) 
38.5 
(4.1) 
Source: Complied from various issues of RBI Bulletins. 
Note: Figures in parenthesis show percentage from the total. 
933.2 
(100.0) 
354 
(15.4) 
282 
(12.3) 
141 
(6.1) 
295 
(12.8) 
769 
(33.4) 
203 
(8.8) 
140 
2705 
(100.0) 
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Manufacturing appears the only one sector showing an 
exponential rise from its share of 40.5 per cent in 1964 to 84.9 per cent in 
1990. The share of services sector showed decreasing trend during the 
period under reference. Its share was 14.6 per cent in 1964 which further 
decreased to a low of 4.1 per cent in 1980. But its share has shown an 
increasing trend of 5.2 per cent from 4.2 per cent in 1990s and 1980s 
respectively. 
3.5.1.1. APPROVED FOREIGN INVESTMENT 
The overall value of the investment proposals and their approval 
by the government increased substantially since the adoption of new 
economic policies in hidia. But in the pre-liberalization period, foreign 
approvals were not of such huge amounts as they are in post 
liberalization period. 
The size of foreign investments approved in 1981 was nearly Rs. 
10.9 crore (see table - 3.13). It further increased to Rs. 126.1 crore in 
1985. Number of foreign collaborations approved (1024) also reached all 
time high in 1985 in the pre-liberalization period. The peak year during 
the eighties was 1989 when approvals aggregated to Rs. 316.7 crore. In 
1990 foreign investment approved figure was Rs. 128.3 crore with 666 
number of approved collaborations. 
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Table - 3.13 
Year-wise Approved Foreign Investment 
(1981-1990) 
YEAR 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
No. Of approved 
Collaborations 
Financial 
57 
113 
129 
151 
238 
242 
242 
282 
194 
194 
Technical 
332 
477 
544 
601 
786 
715 
611 
644 
411 
472 
Total 
389 
590 
673 
752 
1024 
957 
853 
926 
605 
666 
Relative Share 
of Financial 
Collaborations* 
14.65 
19.15 
19.17 
20.08 
23.24 
25.29 
28.37 
30.45 
32.06 
29.13 
Foreign 
Investment 
Approved 
(Rs Crore) 
10.9 
62.8 
61.9 
113.0 
126.1 
106.9 
107.7 
239.8 
316.7 
128.3 
Source: Ministry of Industry, SIA Newsletters. 
*CalcuIated as a percentage share of total approved collaborations. 
Figure - 3.1 shows the share of financial and technical 
collaborations in total number of approved collaborations. It is clear 
from the figure that the number of technical collaborations approved 
have been more than financial collaborations in the pre-Iiberalized era. 
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Figure - 3.1 
Approved Collaboration period in Pre-Liberalization 
~i r-
1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 
Financial -»- Technical -*- Total 
Source: Same as table - 3.13 
From the above figure, it is also discernible that in 1985 the 
number of foreign collaborations approved reached all time high (1024) 
with 238 (23.24 per cent) and 786 (76.76 per cent) financial and technical 
collaborations respectively. 
The figure - 3.2 shows the foreign investment approved during 
1981 -1990. It is apparent from the figure that in general it has shown an 
increasing trend though not at same pace. During 1989 the foreign 
investment approved has been highest amounting to Rs 316.7 crore. 
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Figure-3.2 
Foreign Investment Approved in Pre-Liberalization 
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Source: Same as table - 3.13 
3.5.2. POST LIBERALISATION PERIOD (1991-2008) 
As in this period the policy towards foreign investment has been 
liberal due to the initiation of LPG process in India in July 1991, which 
opened a number of sectors for international investors. Taking 
advantage of liberalization, many foreign countries invested a large 
amount which increased the rate of actual FDl investment (and other 
investments) in India. This whole process is discussed under following 
major topics. 
3.5.2.1. COUNTRY-WISE FDI APPROVED 
Until 1990, European countries had been major sources of FDI 
inflows to India. However, their relative importance has steadily 
declined in the pos-liberalization period with the share of major 
European source countries (which include the UK, Germany, France, 
Growth Pattern of FBI in India: A Pre and Post Economic Liberalisation Analysis 
Switzerland, Sweden, Italy and Netherlands) coming down to 66 per 
cent in 1990 from 69 per cent in 1980 to just 31 percent of FDI stock by 
1997. 
The emergence of Mauritius as the largest source of FDI can be 
explained by the Double Taxation Avoidance Agreement (DTAA) 
signed between Mauritius and India during 1990s that enables foreign 
investors to minimize their tax liability given the tax haven status of 
Mauritius. Hence; foreign investors from other countries, mainly the 
US, route their investments through Mauritius to take advantage of the 
tax treaty. 
Table - 3.14 shows the top ten covmtries which have been 
approved FDI for the period of August, 1991 to March, 2008. It clearly 
Table - 3.14 
Top Ten Countries for FDI Approved 
(During August, 1991 to March, 2008) 
(Amount in Millions) 
Rank 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
Country 
USA 
Mauritius 
UK 
Japan 
Germany 
South Korea 
Netherlands 
Italy 
Singapore 
France 
TOTAL 
NRI 
SUB TOTAL 
Amount of FDI 
Approved 
(In Rs.) 
619813.90 
537984.47 
278167.71 
126594.88 
105795.40 
101441.14 
100863.29 
90782.34 
78229.92 
71291.33 
2110964.38 
162940.22 
2273904.60 
% With FDI Approved 
20.32 
17.64 
9.12 
4.15 
3.47 
3.33 
3.31 
2.98 
2.56 
2.34 
-
5.34 
Source: Data Cell, DIPP, Ministry of Commerce and Industry, New Delhi. 
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indicates that USA which ranks first has been approved 20.32 per cent, 
then follows Mauritius with 17.64 per cent, UK with 9.12 per cent, Japan 
and other countries were approved less than 5 per cent for the period 
under reference.^^ 
3.5.2.2. COUNTRY-WISE DISTRIBUTION OF ACTUAL FDI 
INFLOWS 
Li India, there is a wide gap between FDI from Mauritius 
accounted for 44.17 per cent of total inflows into the country, followed 
by UK with 17.41 per cent, Singapore with 10.48 per cent, U.S.A. with 
6.97 per cent and Netherlands with 3 per cent, Cyprus with 2.99 per 
cent. 
Major investing countries during the first seven months of April -
Nov. 2007 were Mauritius with 44 per cent of share, followed by USA 
with 9 per cent, UK with 8 per cent and Netherlands with 6 per cent. 
The analyses of the origin of FDI inflows to India show that the 
new policy has broadened the source of FDI into India. There were 86 
countries in 2000 which increased to 106 countries in 2003 as compared 
to 29 countries in 1991 whose FDI was approved by the Indian 
government. At present as many as 121 (as on March, 2008) countries 
(besides FIIs) are investing in Iridia (see Annexure- III). Thus, the 
number of countries investing in India has increased more than four 
times than during the period of reform. Nevertheless, still a lion's share 
of FDI comes from only a few countries with which India has good 
trade relations. 
The general policy and facilities for FDI are applicable to NRIs as 
well. In addition. Government has extended some additional facilities to 
12 See Detailed Statement of Country-wise FDI Approved Dviring 1991 to 2008 in Annexure 
III. 
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NRIs, which include investment in the real estate and civil aviation 
sectors up to 100 per cent including a liberal investment regime on non-
repatriation basis. NRI inflows have been Rs. 16,018 crore (NRI inflows 
include inflows of special NRI schemes administered by RBI). 
3.5.2.3. SECTOR-WISE COMPOSITION AND ANALYSIS OF FDI 
INFLOWS 
The sectoral composition of FDI in India has undergone 
significant change in the 1990s. However, with the liberalization of FDI 
policy regime in the 1990s, FDI inflows have been received by the 
services and infrastructural sectors. This has brought down the share of 
mantifacturing. During 1990s, services clearly emerged as a major sector 
receiving FDI. The infrastructural sectors which have commanded 
nearly half of total approved investments in the 1990s had not been 
open to FDI inflows before and hence, could be attributed to the policy 
liberalization. 
It may be useful to look at the distribution of inward FDI within 
the services sector during the 1990s. A look at the sub-sector break up of 
cumulative approvals of FDI during the 1991- 20007 period, suggests 
that about 70 percent of approved service sector FDI during 1991-2007 
has gone to the telecommunication sector. The financial and banking 
sector stood as the second most important service sector host to FDI 
nearly claiming about 20 per cent of the total amount approved. Other 
important branches are hotels and tourism and air and sea transport. 
Table - 3.15 gives an account of sectoral distribution of FDI 
inflows. This table shows cumulative inflows during 2000 to 2007, 
inflows for 2004-05, 2005-06, 2006-07, 2007-08 and share of FDI inflows 
during 2000 to 2007. Clearly, services sector (financial and non financial) 
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constitute 20.22 per cent of the total FDI inflows, followed by housing 
and real estates-11.44 per cent, computer software hardware - 9.35 per 
cent, telecommunications- 8.79 per cent, construction activities - 7.97 
per cent, electrical equipments - 4.78 per cent, trading activities - 4.21 
per cent, metallurgical Industries - 4.23 per cent, mining industry - 3.33 
per cent and automobile industry - 2.64 per cent. The balance of irtflows 
i.e. 23.04 per cent was accounted for by other sectors. 
During 2006-07, service sector (financial and non-financial 
services) secured a growth of more than seven times, to secure first spot 
in cumulative inflows, displacing computer software and hardware 
sector. Along with services, the shares of sectors like 
telecommunicatioris, construction and housing and real estate have 
buoyed during April-November, 2007. 
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3.5.2.4. YEAR-WISE ANALYSIS OF FDI INFLOWS 
The cumulative equity FDI inflows since 1991 have been Rs. 
2,83,285 crore (US$ 67.33 billion). From the table - 3.16 it is discernible 
that FDI inflows have almost increased over the period from 1991 to 
2006, yet there has been disproportion growth. It is also discernible 
from the table that during 1991 to 1992 (August-March) the figure has 
been merely Rs 409 crore and after liberalization period it further 
Table- 3.16 
Year-wise FDI Inflows 
(1991 - 2007) 
Financial year 
(April-March) 
1991-1992 (Aug - March) 
1992-93 
1993-94 
1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-00 
2000-01 
2001-02 
2002-03 
2003-04 
2004-05 
2005-06 
2006-07 
2007-08 (Up to Dec. 2007) 
GRAND TOTAL 
Source: Annual Report, 2007-08, Mir 
Amount of FDI 
Inflows 
409 
1094 
2018 
4312 
6916 
9654 
13548 
12343 
10311 
12645 
19361 
14932 
12117 
17138 
24613 
70630 
51244 
283285 
istry of Commerce anc 
(Rs. Crore) 
Per cent Share 
0.14 
0.38 
0.71 
1.52 
2.44 
3.40 
4.78 
4.35 
3.68 
4.46 
6.83 
5.27 
4.27 
6.04 
8.68 
24.93 
8.09 
I Industry, DIPP, GO 
increased to Rs 13548 crore in 1997-1998 which accounted for 1.38 
percent growth over the previous year. During 1998-99 to 1999-00, 
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inflows have shown an average negative trend of 0.57 percent. But, it 
has again shown a growing trend during 2000-01 to 2001-02 from 0.83 
percent to 2.37 percent over the previous year. In 2002-03 inflows have 
again shown a negative growth of 1.56 percent and 1 percent in 2003-04. 
And from 2003-04 to 2007-08 (up to December, 2007), inflows have 
shown a robust upswing over this period. It was in the year 2006-07 that 
FDI were Rs. 70630 crore which were 24.93 percent of the total inflows 
with a growth of 16.25 percent over the previous year 2005-06. Almost 
inflows increased four times during this period. 
Figure - 3.3 is the pictorial representation of the above table. It is 
clear from the figure that actual inflows have been increasing since 
liberalization period although at a disproportionate rate. 
Figure - 3.3 
Year wise FDI Inflows 
^ 8^  » S 8; S 8^  
Source: Same as table - 3.13 
00 
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During 1992-93, FDI inflows has been Rs 409 crore (0.14 per cent) 
which further increased Rs 13548 crore (4.78 per cent) in 1997-98 and 
then decreased to a low of Rs 10311 crore (3.63 per cent) in 1999-00 but 
increased to a highest figure of Rs 70630 crore being 24.93 per cent of 
the total FDI till Dec, 2007.Therefore, it can be summarized that inflows 
have shown a growing trend since economic liberalization process in 
India. 
3.5.2.5. FDI INFLOWS DURING 2007-08 
FDI inflows have registered a consistent growth in the last three 
years. During 2007 (April-December), FDI equity inflows have been of 
the order of Rs. 51,244 crore (US$ 12.70 billion) as against Rs. 42,138 
crore (US$ 9.27 billion) during the corresponding period last year. This, 
in fact, is the highest FDI equity inflow in the country during the 
corresponding period of any year in the past. The cumulative FDI 
inflows from August 1991 to December 2007 are Rs. 2,83,285 crore (US$ 
67.33 billion). 
FDI equity inflows of Rs. 51,244 crore (US$ 12.70 billion) were 
received, during the financial year 2007-08 (April-December). Only 
equity component of FDI has been covered in the inflows data and this 
does not include the reinvested earnings and other components of FDI, 
which are compiled at the end of the financial year. RBI has released the 
provisional figure US$ 13.78 billion for the financial year 2007-08 (up to 
November 2007) including the reinvested earnings and other 
components of FDI. 
3.6. PROSPECTS OF FDI IN INDIA 
The advantages of India as an investment destination rest on 
strong fundamentals, which include a large and growing market, 
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world-class scientific, technical and managerial manpower, cost 
effective and highly skilled labour, abundant natural resources, a large 
english speaking population, independent judiciary, etc. This is now 
recognized by a number of global investors who have either already 
established a base in India or are in the process of doing so. Ongoing 
initiatives, such as further simplification of rules and regulations and 
improvement in infrastructure are expected to provide the necessary 
impetus for increasing FDI inflows in future. The inflows of FDI would 
depend on domestic economic conditions, world economic trends, and 
strategies of global investors. It must be appreciated that the present 
government is fully committed to creating strong economic 
fundamentals and an increasingly proactive FDI policy regime in India. 
After analyzing the various FDI trends and patterns in the pre 
and post liberalization period, the researcher finds it relevant to 
examine the relation between FDI inflows, economic reforms and 
economic growth. For tfiis purpose, first of all some of the past studies 
undertaken on these topics have been reproduced, then analysis and 
interpretation of the data is done. 
3.7. FDI, ECONOMIC GROWTH AND ECONOMIC REFORMS - AN 
INTERFACE 
FDI inflows could contribute to growth rate of the host economy 
by augmenting the capital stock as well as with the infusion of new 
technology. Given their intangible assets, MNEs affiliates can contribute 
to their host country's development with the generation of output, 
employment, balanced regional development, technological capability 
and export expansion etc. However, high growth rates may also lead to 
more FDI inflows by enhancing the investments climate in the country. 
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Under this paragraph, the researcher tries to firid out if there is 
any connection between foreign capital inflow and growth? Evidence 
on this very important question is far from unambiguous. In the earlier 
stage, few studies had shown that FDI has a negative impact on the 
growth of the developing countries [Singer, (1950)i3; Griffin, (1970) i^ ; 
Weisskof, (1972)i5]. On the other hand, Rodan (1961)i6, Chenery and 
Strout (1966)17 in the early 1960s argued that foreign capital inflows 
have a favorable effect on the economic efficiency and growth towards 
the developing countries. 
It has been explained that FDI could have a favorable short-term 
effect on growth as it expands the economic activity. However, in the 
long run it reduces the growth rate due to dependency, particularly due 
to 'decapitalization'.is This is due to the reason that the foreign 
investors repatriate their investment by contracting the economic 
activities in the long run. The studies that used the endogenous growth 
theory challenged this view in explaining the long run growth rate of 
the economy by using endogenous variables like technology and 
human capital [Barro and Martin, (1999)1 ;^ Helpman and Grossman, 
(1991)20]. FDI is an important vehicle for the transfer of technology and 
knowledge and it demonstrates that it can have a long run effect on 
» S inger , H . (1950); "The DistributUms of Gains Between Investing and Borrowing Countries"; 
American Economic Review, Vol.XL, pp. 473-485. 
w Weisskof , T. E. (1972); "The Impact of foreign Capital Inflow on Domestic Savings in 
Underdeveloped Countries"; Journal of International Economics, No. 2, pp. 25-38. 
15 Griffin, K. B. (1970); "Foreign Capital, Domestic Savings and Development"; O x f o r d Bul le t in of 
Economics and Statistics, Vol. 32, pp. 99-112. 
16 R o d a n , R. P. N . (1961); "International Aid for Underdeveloped Countries"; R e v i e w of E c o n o m i c s 
and Statistics, Vol. 43, pp. 107-138. 
17 C h e n e r y , H . B. a n d A . M. S t r o u t (1966); "Foreign Assistance and Economic Development"; 
American Economic Review, Vol.56, pp.679-733. 
'8 Bomsch ie r , V. (1980); "Multinational Corporations and Economic Growth: A Cross National Test 
of the Decapitalisation Thesis"; Journal of Development Economics, 7, pp. 115-135 
19 Barro, R. and Sala-i-Martin (1999); "Economic Growth", MIT Press, Cambridge 
20 H e l p m a n , E. a n d G. M . G r o s s m a n (1991); "Innovation and Growth in the Global Economy"- ' 
Cambridge MA, MIT Press. 
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growth by generating increasing return in production via positive 
externalities and productive spillovers. Thus, FDI can lead to a higher 
growth by incorporating new inputs and techniques (Feenstra and 
Markusen, 1994).21 
A recent study by Kasibhatla and Sawhney in 1996 in the U.S. 
supports an unidirectional causality from GDP to FDI and not the 
reverse causation.22 This may be due to the fact that for a developed 
country, FDI follows GDP, as GDP is an indicator for market size. 
Aitken, et al. (1997)23 showed the external effect of FDI on export with 
example of Bangladesh, where the entry of a South Korean 
multinational in garment exports led to the establishment of a number 
of domestic export firms, creating the country's largest export industry. 
The results by Borensztein etal. (1998)24 a i^d Carkovic and Levine 
(2002)25 found a little support for FDI having an exogenous positive 
effect on economic growth. These results are robust to the inclusion of 
other growth determinants such as human capital measures, domestic 
financial development, and institutional quality along with the use of 
lagged values of FDI. 
It is noteworthy to point out that that the studies on FDI and 
economic growth in India are very limited. A recent study by Banga 
21 Feenstra, R. C. a n d J. R. Markusen {1992); "Accounting for Growth with New Inputs"; NBER 
Working Paper , N o . 4114. 
22 Kashibhat la , K. and B. S a w h n e y (1996); "FDI and Economic Growth in the US; Evidence from 
cointegration and Granger Causality Test"; Rivista Internazioriale di Sceinze Economiche 
Commercial i , 43, p p . 411-420. 
23 Aitken, B. G. H . H a n s e n a n d A. E. Har r i son (1997); "Spillovers, Foreign Investment and Export 
Behaviour"; Journa l of Internat ional Economics, 43, p p . 103-32. 
2* Borensztein, E., J. De Gregor io and ] . W. Lee (1998); "How does Foreign Direct Investment 
Affect Economic Growth?"; W o r k i n g Paper, N o . 5057, Cambr idge , M. A.. 
25 Carkovic , M. a n d R. Levine (2002); "Doest Foreign Direct Investment Accelerate Economic 
Growth?"; Univers i ty of Minneso ta W o r k i n g paper . 
149 
Growth Pattern ofFDI in India: A Pre and Post Economic Liberalisation Analysis 
(2005)26 demonstrates that FDI, trade and technological progress have 
differential impact on wages and employment. While higher extent of 
FDI in an industry leads to higher wage rate in the industry, it has no 
impact on its employment. On the other hand, higher export intensity of 
an industry increases employment in the industry but has no effect on 
its wage rate. Technological progress is found to be labor saving but 
does not influence the wage rate. 
Alam (2000)27 in his comparative study of FDI and economic 
growth for Indian and Bangladesh economy stressed that though the 
impact of FDI on growth is more in case of Indian economy, yet it is not 
satisfactory. By using a Vector Error Correction Model (VECM), 
Chakraborty and Basu (2002)28 tried to find the short run dynamics of 
FDI and growth. The study reveals that GDP in India is not Granger 
caused by FDI; the causality rims more from GDP to FDI and the trade 
liberalization policy of the Indian government had some positive short 
nm impact on the FDI flow. The study by Sahoo and Mathiyazhagan 
(2003)29 also support the view that FDI in India is not able to enhance 
the growth of the economy. 
One of the study by Carkovich and Levine (2002)3o fails to find 
strong evidence of positive correlation between FDI inflow and output 
growth. Mazumdar (2005)3^ has failed to find any significant impact of 
^ Banga, R. (2005); "Impact of Liberalization on Wages and Employment in Indian Manufacturing 
Industries"; ICRIER Working Paper No. 153, New Delhi. 
27 A l a m M . S. (2000); "FDI and Economic Growth of India and Bangladesh: A Comparative Shidy", 
Indian Journal of Economics, Vol. IXXX, Part 1, No 316, ppl-15. 
2» C h a k r a b o r t y , C. a n d P. Basu (2002); "Foreign Direct Investment and Growth in India: A Co-
integration Approach"; A p p U e d Economics , Vol. 34, No .9 , p p . 1061-1073. 
» S a h o o , D. a n d M a t h i y a z h a g a n M.K. (2003); "Economic Growth in India: Does Foreign Direct 
Investment Inflow Matter?"; The Singapore Economic Review, No. 48, pp. 151-171. 
30 C a r k o v i c h M . a n d R. Levin (2002); "Does FI Accelerate Economic Growth?"; F inance 
Department, Uruversity of Minnesota. 
31 M a z u m d a r T. (2005); "Capital Inflows into India: Implications for Economic Growth"; Economic 
and Political weekly. May, 21. 
150 
Growth Pattern ofFDI in India: A Pre and Post Economic Liberalisation Analysis 
FDI on productivity in Indian industry. Thus, from the above it can be 
said that theoretically, for developing countries, capital inflows have a 
lot of appeal because of their growth enhancing potential. However, 
empirical evidence on this is mixed and equivocal. Some studies 
showed a positive relationship between capital inflows and economic 
growth in different developing countries through enhanced 
investment.32 Some others like Blomstrom etal. (1992)33 arid Borenszten 
etal. (1998)34 indicated positive relationship between FDI and economic 
growth in countries with higher absorptive capacity especially the 
absorptive capacity of human capital. 
3.8. IMPACT OF ECONOMIC REFORMS ON FDI AND ECONOMIC 
GROWTH IN INDIA 
After analyzing the general trends and patterns of FDI inflows 
and reviewing some past studies on the relationship between economic 
growth, FDI inflows and economic reforms, the researcher would like to 
examine in detail the following questioris: 
• Does economic reforms in India help in increasing FDI inflows 
and thereby increase economic growth of India? 
• Is there any relationship between FDI and economic growth in 
India? 
For this purposes, the researcher has taken study period of 31 years 
from 1975 to 2006. Using Probit Model, the researcher tries to show the 
impact of economic reforms on FDI inflows in India. Besides, the 
interactive effect between economic reform process and economic 
growth on FDI attractiveness is empirically tested. The potential 
32 B o s w o r t h , B a n d S Co l l i n s (1999); "Capital flows to Developing countries: Implications for Saving 
and Investment ; Brooking Papers on Economic Activity, p i r j s 
33 Blomsb-om M a ^ u s Robert E Lipsey & Mario Zegan" '(1992); "What Explains Developing 
Country Growth?"; NBERWoTkingPapei No. 4132. ^ ^ 
r ^ ° L ' " ' N ™ S , 1 ? ' ! ' " ^ ° ' ^""'^  ^ ' ^ ' " S " " " ^ ^ ° " S - ^ ^ Lee (1998); "How Does FDI Affect Growth ; NBER Working Paper No. 5057, March. 
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endogenity problem associated with FDI inflows, economic reforms and 
economic growth rate equations is addressed by applying three-Stage 
Least Square Method. 
Taking above perspective into consideration, this type of study is 
new one and important because no prominent studies have been 
undertaken to measure the effects of economic reforms process on FDI 
attractiveness in h\dia. Some prominent studies have also been taken to 
explore the relationship between FDI inflows, economic growth and 
reform process. For example; Haan and Strum (2000)35 found that 
economic freedom at current level do not affect growth, but growth rate 
of economic freedom has a positive impact on growth. However; 
Bengoa and Robles (2003)36 while using Economic Freedom Index (EFI) 
as a proxy for economic reform process using panel data for Latin 
American countries, found that economic freedom increases FDI 
inflows and economic freedom along with FDI inflows has a positive 
effect on growth. 
Now, while moving forward with this study, two important 
issues arise: 
i. What should be an appropriate specification to estimate the 
impact of economic reform on FDI inflows and growth and on the 
other variables like human development, investment and social 
development? 
a. What should be the method to measure policy related variables 
because economic reform process has both economic as well as 
policy related variables? 
» Mara Bengoa & Blanca Sanchex-RoWes (2003V " F n , r L t ' ' ^ f " -
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Therefore, keepmg these two issues in mind, the researcher has 
used Comprehensive Economic Reforms Index (ERI)37 for India to 
analyze critically the implications of economic reforms on FDI inflows 
and economic growth simultaneously using three-stage Least Square 
Method. 
3.9. MODEL DESIGN 
Under this section, first of all variables are defined, then three 
regression equations are given and at the end Probit Model equations are 
presented. 
In order to estimate the implications of economic reforms on FDI 
inflows and economic growth, the researcher has formulated three-
simultaneous regression equations. Endogenity factor among them 
(economic reforms, FDI inflows and economic growth) is encoimtered 
by applying three-stage Least Square Method. Here, it is important to 
note that a good number of studies related to economic reform process 
have included mostly the following three different variables: 
* Macro-Economic Stabilization Process 
This may include growth, exchange rate volatility or stability, 
government consumption or total public debt, inflation etc. 
* Policy Reforms Process 
This may include economic reform process which brings 
economic growth and development by efficient allocation of resources 
in the economy. 
VaflL^ST20ol ' " " ° " ^ ° ™ ^ " ° " °" ^^^""^"'"^Z of Construction of ERI for India In, 
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* Institutional Quality Variable 
As this variable is of a quality phenomenon, therefore, this is 
proxied by various indicators like corruption, rule of law, civil liberties, 
political freedom, country risk scores etc. 
All the above three set of variables have been shown in the form 
of three simultaneous equations as follows: 
Log (FDI inflows) = Qo + 4>iGDP Growth rate , + 4»2 Economic Reforms , + <|»3 Human 
Capital, + O4 Institutional Quality , + ^5 Cost of Decline in Reforms , + 
(I) 
Economic Reforms = 80 + piGDP Growth rate t + p2 GDP Growth rate n + pj Institutional 
Quality t + ^t 
(II) 
GDP Growth Rate = yo + »j/i Log (FDI Inflows), + v|/2 Economic Reforms t + V3 Economic 
Reforms t-i + v)/4 Institutional Quality, + \\is Fiscal Deficit t + <p t 
(Ill) 
In the above equations 1, II and II, FDI ii\flows, economic refomis 
and GDP growth rate are dependent variables respectively. In equation 
- I, GDP growth rate, economic reforms, human capital, institutional 
quality and cost of decline in reforms are independent variables. 
Similarly, in equation - II, GDP growth rate and institutional quality are 
independent variables. While in equation - III, FDI inflows, economic 
reforms, institutional quality and fiscal deficit are the independent 
variables. 
Besides above variables, the investigator has introduced another 
important independent variable namely 'Cost of Reversal of Economic 
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Reforms'. It is presumed that any reversal in economic reforms would 
slowdown in inflows of FDI and growth rate of GDP because it is 
envisaged that an improvement in economic reforms process should 
effectively lead to an increase in FDI inflows and GDP growth rate. 
Thus, in order to get cost of reversal of economic reforms three variables 
namely reversal of economic reforms, rate of growth of reforms and 
lagged value of original economic reforms index, are multiplied i.e.. 
Cost of Reversal of Economic Reforms=Economic Reforms (t-1) x A 
Economic Reforms x Reversal in 
Economic Reforms 
(IV) 
In the above equation 't' denotes current year, (t-1) represents 
previous year immediately preceding current year and 'A' shows rate of 
growth of economic reforms. It is also important to note that dummy 
variable 'reversal of economic reforms' is assumed as 1, if the original 
value of economic reforms decreases from its immediate preceding year 
and is assumed 0, in case value of economic reforms increase from its 
immediate preceding year. The above variable is introduced in models 
with the objecttve to examine if there is any impact of this variable on 
FDI inflows and growth rate. 
3.9.1. PROBIT MODEL 
International investors invest and reinvest in any host economy 
when they are sure that their long-term investment is profitable and 
safe one. Thus, FDI attractiveness of a country is helpful tool for them to 
decide whether to invest or not. FDI attractiveness of a country is 
considered a best indicator to influence the investment decision making 
process of foreign investors in any country. Here, it is important to 
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point out that due to unavailability of a accurate information about new 
investments and new companies entering each year into India which 
might have helped to predict foreign investor's decision about their 
investment, the researcher has used a binary variable series through 
Probit Model which can reflect (in the form of different results) the 
decision of international investor's in terms of new investments and 
reinvestments to already existing investments. This Model is as follows; 
n n 
Dt = FDI Attractiveness t= a + H pi Xn + 2 p2 Zt-i + St 
i=10 i=10 
(V) 
Such that: 
Dt = 0; if FDI Attractiveness is < 1 
Dt= 1; if FDI Attractiveness is > 0 
That is: 
Dt = '0' if FDI Inflows t < FDI Inflows t-i 
Dt= ' 1 ' if FDI Inflows t > FDI Inflows t-i 
In the above equation't' represents the current year and 'Dt' is the 
depedent variable indicating attractiveness of investment destination 
which is a proxy for FDI attractiveness in the country. 'Df (i,e FDI 
attractiveness) is assumed to be an observable process for each year and 
its position in every year depends on information available in the 
previous year immediately preceding the current year (t-1) and the 
random error term 'e'. 'Xt-i' is the set of main independent variables 
showing economic reforms in previous year while 'Zt-i' represents set of 
control variables in the previous year. In the above equation, a binary 
dummy variable (Dt) is constructed for FDI attractiveness which takes 
the value '0' or ' 1 ' depending on whether the current year's actual FDI 
inflows are greater or lesser than the previous yeea inflows. In the next 
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part, the researcher presents the interesting empirical results and 
estimates. 
3.10. RESULTS AND ESTIMATES 
Under this section, the researcher has presented all empirical 
results in the form of six models vis-^-vis model-I, model-II, model-Ill, 
model-IV, model-V and model-VI. The empirical results of first three 
models are shown in table - 3.17 which looks at the direct relationship 
between economic reforms and FDI attractiveness by using Probit 
Model. These results have been explicitly shown taking all possible 
permutations and combinations between economic reforms, reversal of 
reforms and the interaction effect between reforms and economic 
growth in each model. 
While model-IV, model-V and model-VI are separately shown in 
table - 3.18 which shows all the regression estimates of economic 
reforms, FDI inflows and economic growth. It is important here to note 
that in order to counter the problem of Heteroskedasticity, all the 
results include White Heteroskedasticity-Consistent Standard Errors 
and Covariance. 
3.10.1. Analysis of Results: Model - I, Model - II And Model - III 
In the above three models, independent variables are lagged to 
one year (t-1) because it is assumed that any decision by a foreign 
investor about the investment in a country would be taken only after 
taking into account the previous year's macro-economic fundamentals 
of that country. 
Table - 3.17 shows the impact of reforms on FDI attractiveness 
through various interesting empirical results. From the table it is 
evident that in model-I, economic reforms variable in the t-1 (i.e. 
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previous year immediately preceding the current year) is statistically 
significant at 1 % level of confidence. That means economic reforms in 
the past year help to increase in FDI attractiveness. Results clearly 
indicate that an increase of 10% in economic reforms in the previous 
year leads to an increase of 0.29% in FDI attractiveness. Similarly, in 
model-II, an increase of 10% in reforms makes and increase of 0.28% in 
FDI attractiveness. In model-II, one more variable namely 'reversal of 
reforms' is introduced. This variable is found statistically insignificant 
as it observed from the table that reversal in reforms leads to decline in 
the probability of attracting FDI inflows in India. 
A proxy variable for the size of the market of India i.e. population 
level is found statistically significant. It is found that population level 
leads to an increase of 2.67% increase in the probability of FDI 
attractiveness. This reason may be attributed to the fact that foreign 
firms or investors perceive the size of the market as one of the 
important decision variable. 
In model-I, it is observable that economic growth rate is 
statistically insignificant but in model-II it is significant and becomes 
positive at 10% level of significance. That means there exists a positive 
relationship between economic growth of a country and FDI 
attractiveness. Thus, it'can be inferred that as the Indian economy 
grows, FDI inflows from the other developing and developed world 
will continue to pour in and subsequently rise. 
158 
Growth Pattern ofFDI in India: A Pre and Post Economic Liberalisation Analysis 
Table - 3.17 
Probit Results: FDI attractiveness and Economic Reforms 
Variables 
Log [Population (t-1)] 
Economic Growth Rate (t-1) 
Log [Economic Development (t-1)] 
Interest Rate (t-1) 
Human Capital (t-1) 
Wages (t-1) 
Infrastructure (t-1) 
Operational Risk (t-1) 
Institutional Quality (t-1) 
Economic Reforms (t-1) 
Reversal of Economic Reforms (t-1) 
Economic Reforms * Economic Growth 
(t-1) 
Mean Dependent Variable 
S.E of Regression 
Sum Squared Resid 
Log Likelihood 
Average Log Likelihood 
Observations with Dep = 0 
Observations with Dep = 1 
Total No. of Observations 
MODEL-I 
2.67*** 
(1.55) 
0.16 
(0.13) 
-18.24* 
(6.35) 
0.39 
(0.48) 
0.40* 
(0.13) 
0.01 
(0.01) 
-0.14 
(0.14) 
0.46*** 
(0.34) 
-1.29** 
(0.58) 
0.29* 
(0.09) 
-
-
0.434723 
3.968658 
-11.46104 
-0.369711 
MODEL-II 
2.81*** 
(1.62) 
0.18*** 
(0.12) 
-18.87 
(6.87) 
0.40 
(0.47) 
0.41* 
(0.13) 
0.001 
(0.02) 
-0.13 
(0.13) 
0.48*** 
(0.35) 
-1.35** 
(0.58) 
0.28* 
(0.09) 
-0.27 
(0.80) 
-
0.645161 
0.443858 
3.940207 
-11.41313 
-0.368166 
12 
20 
32 
MODEL-III 
3.35*** 
(2.21) 
-
-16.75 
(9.07) 
-0.18 
(0.43) 
0.32*** 
(0.19) 
0.001 
(0.01) 
0.02 
(0.12) 
0.69 
(0.65) 
0.38 
(0.37) 
-
-
0.01*** 
(0.01) 
0.477447 
5.015018 
-14.65590 
-0.472771 
Note: 
1) *Indicates Significant at 1 % Confidence Level, ** Indicate Significant at 5% 
Confidence Level and *** Indicate Significant at 10% Confidence Level. 
2) Figures in Parenthesis show White Heteroskedasticity-Consistent Errors 
in each Model. 
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However, the independent variable i.e. economic development is 
found negative but significant in all three Models. This may be due to 
the reason that the growth of low per-capita income may have an 
adverse impact on market seeking FDI inwards. 
The human capital variable is also foimd statistically significant at 
1% corifidence level in all the three-models. This clearly signals that this 
variable has a positive relationship with FDI attractiveness i.e. increased 
FDI inflows are directly proportional to increased human capital. 
The operational risk variable is found significant at 10% 
confidence level clearly indicating that any improvement in operational 
risk index would lead to an increase in FDI attractiveness. The 
institutional quality variable is found statistically significant at 10% 
confidence level but is negatively related to FDI attractiveness. 
In model-Ill, the interactive effect of economic reforms and 
growth rate is established to check whether the GDP growth rate is 
taking any advantage of economic reforms process to make any 
significant impact on FDI attractiveness in India. It is clear that this 
relationship is significant at 10% level of confidence, i.e. mixed effect of 
economic reforms and economic growth variable makes 0.01% increase 
in the FDI attractiveness (see table - 3.17). This makes to settle the issue 
that economic growth rate and FDI inHows are to a large pushed up by 
the economic reforms process. 
3.10.2. Analysis of Results: Model - IV, Model - V and Model - VI 
After analyzing the relationship between economic reforms and 
FDI attractiveness through Probit Model in table - 3.17, now researcher 
would like to know whether there exists any sigiuficant relatior\ship 
between economic reforms, FDI inflows and economic growth. For this 
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purpose, three-stage Least Square Method is used in all the above 
models. 
From the table - 3.18, it is clear that in model-IV; there exists a 
significant and positive relationship between economic reforms and FDI 
inflows in India. It is discernible that in Model-IV, a 10% increase in 
economic reforms makes a corresponding increase of 8.3% in FDI 
inflows. Therefore, economic reforms have a positive effect on FDI 
inflows and is statistically significant at 1% confidence level. It is also 
clear that except economic growth, institutional quality and human 
capital variables are statistically significant at 10% level of confidence. A 
10% improvement in institutional quality makes almost an increase of 
50% in FDI inflows while an improvement of 10% in case of human 
capital makes a 5% improvement in FDI inflows. In case of cost of 
reversal of reforms variable (which is lagged to one year) sign is 
negative, therefore, there is no statistical sigruficance of such variable. 
Table - 3.18 
Three - Stage Least Square Results: FDI Inflows, Economic Reforms 
& Economic Growth 
Variables 
Constant 
Economic Growth Rate 
Economic Growth Rate 
(t-1) 
Economic Reforms 
Economic Refonns (t-1) 
Institutional Quality 
Human Capital 
Model - IV 
Log [FDI Inflowsl 
-8.540* 
(1.275) 
0.040 
(0.074) 
-
0.083* 
(0.022) 
-
0.494*** 
(0.271) 
0.049*** 
(0.030) 
Model-V 
Economic Reforms 
7.901 
(26.75) 
5.660** 
(2.582) 
1.425*** 
(0.749) 
-
-
-3.175 
(5.312) 
" 
Model-VI 
Economic Growth 
-16.50*** 
(9.772) 
-
-
0.813*** 
(0.505) 
-0.551 
(0.456) 
-0.013** 
(0.006) 
-
Contd. 
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Cost of Reversal of 
Reforms (t-1) 
Fiscal Deficit 
Log (FDI Inflows) 
R - Squared 
Adjusted R - Squared 
S.E of Regression 
Log Likelihood 
F - statistic 
Prob (F - Statistic) 
Total No. of 
observations 
Instrument Variables 
-0.001 
(0.002) 
-
-
0.756538 
0.705817 
0.908696 
1.930823 
14.37088 
0.000001 
Constant, Economic 
Growth, Institutional 
Quality, Human 
Capital, Time 
Dummy, Cost of 
Reversal of Reforms 
(t-1). Fiscal Deficit. 
-
-
-
0.630785 
0.611983 
17.74327 
1.470842 
1.987327 
0.139624 
32 
Constant, Economic 
Growth (t-1). Institutional 
quality. Human Capital, 
Time Dummy, Fiscal 
Deficit. 
-
1.447** 
(0.648) 
-1.070 
(0.971) 
0.120496 
0.062734 
2.957821 
2.020863 
2.230118 
0.084220 
Constant, Log (FDI), 
Institutional Quality, 
Economic reforms (t-1). 
Human Capital, Time 
Dummy, Cist of Reversal 
of Reforms (t-1). Fiscal 
Deficit. 
Note: 
1) *Indicate Significant at 1% Level of Significance, ** Indicate at 5% Level of Sigruficant 
& *** Indicate Significant at 15% Level of Confidence. 
2) FigTires in Parenthesis show White Heteroskedasticity-Consistent Errors in each 
Model. 
The results of model-V show that there exists a positive 
relationship between economic growth [both in the current year (t) and 
in the precious year immediately preceding current year (t-1)] and 
economic reforms and is statistically significant at 5% and 10% level of 
confidence respectively. On the other hand institutional quality variable 
has no statistical significance as the sign is negative one. 
The economic reform variable is found statistically sigruficant at 
10% confidence level in model-VI. Thus, there exists a positive 
relationship between economic reforms in the current year and 
economic growth in India. Further, it is clear from the results that 
econoiiuc growth rate is improved by 81.3% when economic reforms (in 
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the current year) is increased by 10%. But, economic reforms effect in (t-
1) time period is found not making any significant positive impact on 
economic growth. In case of fiscal deficit variable, a positive statistical 
significance is found at 5% level of significance. 
3.11. HYPOTHESES RESULTS 
After analysing the results of various models through Probit 
Model and three Stage Least Square Method, researcher finds it easy 
now to make some concluding remarks by answering some 
hypothesized questions and checking validation of proposed 
hypotheses of this study. 
Hoi: The Null hypothesis is that there exists no significant 
relationship between economic growth and FDI inflows in 
India. 
From the analysis of the above six models, no significant 
relationship was found between economic growth and FDI inflows. 
Hence, the above null hypothesis is accepted that 'there exists no 
significant relationship between economic growth and FDI inflows in 
India'. 
Ho 2: The Null hypothesis is that economic reforms make no 
significant positive impact on FDI attractiveness in India. 
It can be deduced that during the period imder study, results 
showed that econonuc reforms make a significant positive impact on 
FDI attractiveness. Thus, it helps international investors to enter into 
India to cash upon wider opportunities in India. On this basis, this null 
hypothesis that 'economic reforms make no significant positive impact 
on FDI attractiveness in India' is rejected. Thus, alternative hypothesis 
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that 'economic reforms makes a significarit positive impact on FDI 
attractiveness' is accepted. 
Ho 3: The Null Hypothesis is that the interactive effect of reforms 
and economic growth has not any positive impact on FDI 
attractiveness. 
From the above analysis, it is also concluded that interactive 
effect of reforms and growth is having a positive impact on FDI 
attractiveness. That means economic reforms have positive spillover 
effects on FDI attractiveness through economic growth. Thus, the above 
null hypothesis that 'interactive effect of reforms and growth has not 
any positive impact on FDI attractiveness' is rejected. Hence, the 
alternative hypothesis that, 'the interactive effect of reforms and growth 
is having a positive impact on FDI attractiveness', is accepted. 
3.12. CONCLUSION 
From the above overall discussion, it came to light that FDI 
climate in India has improved a lot in the post-liberalization period of 
Indian economy. It was observed that in the pre-liberalization era (i.e. 
1948-1990), policy towards FDI was not liberalized and rationalized. A 
number of sectors like civil aviation, defense, retailing, 
telecommunications etc. were not open to foreign investors. Moreover, 
the overall policy and attitude towards foreign investors was very 
restrictive and protective. However, whole of the FDI policy took a 
different turn when LPG process started in India and hence open door 
policy was promoted. This has made Indian economy to open all sectors 
except few ones like retail trading (except single brand product 
retailing), atomic energy, lottery business and gambling and betting.38 
38 FDI Policy - 2006; DIPP, Ministry of Industry & Commerce, GOI, April 17, p.3. 
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It is also observed from the foregoing analysis, that in the new era 
of liberalization when the emphasis is on attracting a large amount of 
foreign investment, approvals for FDI marked a significant rise 
compared to the immediately preceding phase. The approval data 
reveals that while infrastructure sectors attracted maximum investment, 
consumer goods sectors also had an important place in the approvals. 
The broad category of services accounted for almost one-third of the 
total approvals. The main factors behind the large approved amount 
appear to be the dereservation of public sector reserved areas, de-
licensing, allowing larger share of foreign investors and the general 
boom in global investment flows. 
Size and sector-wise distribution of the approvals suggest that 
relatively small number of proposals falling under power, fuel and 
telecommimicatioris sectors accoimt for almost half of the approved 
investment. However, in view of the large investments and importance 
of the infrastructure sector, pricing would remain a crucial factor. 
To summarise, it can be concluded from the whole chapter that 
since the economic liberalization of the Indian economy, foreign 
investment particularly FDI has tremendously increased. The pattern of 
FDI in terms of country-wise, state-wise and sector-wise has undergone 
a significant change since economic liberalization in India and has 
shown an increasing trend which has benefited the whole economy in 
its growth and development. 
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CHAPTER - 4 
POST LIBERALISATION EVALUATION OF 
INDIAN INSURANCE SECTOR AND INFLOW 
OF FDI: A CASE STUDY 
4.1. INTRODUCTION 
A thriving insurance sector is of vital importance to every 
modem economy. Insurance Industry has a major role to play as it 
provides long-term funds for infrastructure development and at the 
same time strengthens the risk taking ability. It also nurtures the public-
private partnership in all long term investment projects. Investments of 
large capital outlays have several risks. These include risks associated 
with project implementation, risk from disasters, financial risks etc. 
Without covering these risks, it will be difficult for financial institutions 
to commit funds. Insurance takes care of this. Besides this, the annual 
losses to individuals and businessman from pre-mature deaths, health 
problems, fire, water, accident, crop destruction, cattle deaths, 
windstorm, sea perils, earthquakes, floods, dishonesty, negligence, 
imemployment, lightening etc. are beyond estimation and indicate the 
importance of recognizing and meeting them intelligently. Therefore, in 
order to avoid these unexpected and tmfortunate calamities, man has 
devised various plans to protect his property and himself. One such 
rational method is insurance.^ 
Insurance Industry has also a great social significance. It is 
associated with disasters, calamity etc. Insurance companies generate 
' Khan, M A; "Theory and Practice of Insurance'; Educational Book House, Aligarh, 2001, p.l. 
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funds out of Insurance premium collected and help in uplifting the 
economy. It also has potential of generating different employment 
opportunities. The insurance sector is of considerable importance to 
every developing economy; it inculcates the savings habit which intum 
generates long-term investible funds for infrastructure building. The 
nature of insurance business ensures constant inflow of funds - the 
payout is staggered and contingency related - thereby making it readily 
available for investment on infrastructure building. Its contribution to 
GDP is quite significant. Together with banking services, it adds above 
7 per cent to the India's GDP. 
Insurance does influence the growth and development of an 
economy in several ways. The availability of Insurance can mitigate the 
impact of risks by providing products which help organization and 
individuals to minimize the consequences of risk and has a positive 
effect on industrial growth as entrepreneurs are able to cover their risks. 
In the absence of a full range of insurance products or deficient 
products in terms of coverage and scope, the risk-taking abilities would 
be hampered and chances are that economic activities would turn out to 
be high-risk activities. The implications of leaving various risks 
uncovered can be significant and the impact of losses can be devasting 
creating a huge burden on the governments. Therefore, a strong and 
competitive insurance industry is corisidered imperative for economic 
development and growth. However, the contribution of the insurance 
companies is also dependent on the fact that they are able to pool risks 
effectively. Only then would it be possible to cover these risks at an 
affordable and reasonable cost as the insurance provider will be able to 
spread the risks throughout the economy. 
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Services sector has emerged as the largest and fastest-growing 
sector in the world economy in the last two decades, providing more 
than 60 per cent of global output and in many countries, an even larger 
share of employment. Not only has the services sector grown in terms 
of its share in global output and employment but its share in total trade 
has also grown rapidly in the current year. The growing importance of 
services sector and the corresponding rise in its role in integrating the 
world economy has led to a stream of literature that examines different 
aspects of trade in services. 
In the light of the above, this chapter identifies some of the 
conceptual issues in this area, e.g., whether private insurance 
companies have been able to come to the expectations of the IRDA?; 
What are the overall changes in structure, performance and regulatory 
ones of insurance industry after this sector was liberalized?; what are 
the implications of FDI in insurance? For this purpose, we would like to 
examine in detail the factors effecting FDI in Insurance sector, trends 
and patterns of FDI in insurance sector since 2000, prospects of allowing 
FDI in insurance sector and the present issue of increasing the foreign 
equity in insurance sector to 49 per cent. The researcher feels that time 
is ripe enough now to increase FDI in insurance sector as this will not 
give heartening results provided a strong and strict regulatory 
framework is kept in place. For this purpose, a theoretical model has 
also been proposed which is a phase-wise plan for allowing higher 
limits of FDI in this sector. 
We all of us know that the insurance industry is also an integral 
part of the financial system. For effective functioning of the financial 
system, it is important that the markets are efficient by ensuring 
liquidity and transparency in price discovery. The role of the insurance 
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companies as financial intermediation is also considered significant in 
making these markets efficient by providing liquidity and credit. Thus, 
in turn, helps in lowering down the cost of capital and providing risk-
free opportunities to all participants in the market. 
Huge untapped market, proliferation of schemes, new product 
innovations, perception of insurable risks of Indian consumers, 
competitive pressures arising from integration of bank and insurance, 
impact of information technology and role of insurance industry in 
financial services industry are some of the forces which shape the 
present competitive structure of Indian insurance industry. 
The Insurance companies have a pivotal role in offering insurance 
products which met the requirements and expectations of the rural 
customers and at the same time, are affordable. The future growth of 
this sector will depend on how effectively the insurers are able to come 
up with product design and how effectively they are able to change the 
perceptions of Indian consumers and make them aware of the insurable 
risks. The future growth also depends on how service-oriented insurers 
are going to be. Besides providing affordable insurance protection 
against risks, the players' achievements should also be assessed in terms 
of their sensitivity to the needs of the market through introduction of 
tailor-made products aimed at specific segments of the society, 
adoption of modem practices to upgrade technical skills, and a deeper 
penetration of the insurance market in terms of GDP. 
4.2. INDIA'S INSURANCE SECTOR- AN OVERVIEW 
At present the insurance industry in India may be classified into 
three segments namely; Life Insurance, General Insurance and Re-
Insurance. Except in re-insurance segment, private and foreign 
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insurance companies are present in both life and non-life insurance. A 
detailed account of these segments is given in the table - 4.1 below. 
Indian Insurance industry earlier comprised of only two state 
insurers namely LIC and GIC with its four subsidiary companies. 
However; with effect from December 2000, these subsidiaries have been 
de-linked from parent company and made as independent insurance 
companies namely; National Insurance Company Limited; Oriental 
Insurance Company; New India Assurance Company Limited and 
United India Insurance Company Limited. Insurance business in India 
is divided into Indian insurance market size is presently estimated at 
US$ 66-70 million. 
Table - 4.1 
Insurance Companies Operating In India 
(As On February, 2008) 
S.No 
1. 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
Public Sector Players 
Life Insurance Corporation Of 
India (LIC) 
Private Sectors Players 
Bajaj Allianz Life Insurance Co. Ltd. 
Birla Sun Life Insiu'ance Co. Ltd. (BSLI) 
HDFC Standard Life Insurance Co. Ltd. (HDFC 
STD LIFE) 
ICICI Prudential Life Insurance Co. Ltd. (ICICI 
PRU) 
ING Vysa Life Insurance Co. Ltd. (ING VYSA) 
Max New York Life Insurance CO. Ltd. (MNYL) 
MetLife Indian Insurance Co. Pvt. Ltd. (METLIFE) 
Kotak Mahindra Old Mutual Life Insurance Co. 
Ltd. (KOTAK MAHINDRA) 
SBI Life Insurance CO. Ltd. (SBI LIFE) 
TATA AIG Life Insurance Co. Ltd. (TATA AIG) 
Reliance Life Insurance Co. Ltd. 
Aviva Life Insvaance Co. Pvt Ltd. (AVIVA) 
Sahara India Life Irisurance Co. Ltd. (SAHARA 
LIFE) 
Shriram Life Insiu-ance Co. Ltd. (SHRIRAM) 
Bharti AXA Life Insurance Co. Ltd. (BHARTI 
AXA) 
Future General India Life Insurance Co. Ltd. 
(FUTURE GENERALI INDIA LIFE) 
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NON-LIFE INSURERS 
S.No. 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
Public Sector 
New Indian Assurance Co. Ltd. (NEW 
INDIA) 
National Insurance Co. Ltd. 
(NATIONAL) 
The Oriental Insurance Co. Ltd. 
(ORIENTAL) 
United India Insurance CO. Ltd 
(UNITED) 
Export Credit Guarantee Corporation 
Ltd. (ECGC) 
Agriculture Insurance Company of 
India Ltd. (AIC) 
Private Sector 
Bajaj Allianz general Insurance Co. Ltd 
(BAJAJ ALLIANZ) 
ICICI Lombard General Insurance CO. 
Ltd. (ICICI LOMBARD) 
IFFCO TOKIO General Insurance CO. 
Ltd. (IFFCO-TOKIO) 
Reliance General Insurance Co. Ltd. 
(RELIANCE) 
Royal Sundaram Alliance Insurance CO. 
Ltd. (ROYAL SUNDARAM) 
TAT AIG General Insurance Co. Ltd. 
(TATA AIG) 
Cholamandalam MS General Insurance 
CO. Ltd. (CHOLAMANDALAM) 
HDFC General Insurance CO. Ltd. 
(HDFC CHUBB) 
Star Health and AUied Insurance Co. 
Ltd. (STAR HEALTH) 
Apollo DKV Insurance Co. Ltd. 
(APOLLO KDV) 
Future Generali Indian Insurance Co. 
Ltd. (FUTURE GENERALI INDIA) 
RE-INSURER: General Insurance Corporation Of India (GIC) 
Source: IRDA Annual Report, 2006-07, p. 153. 
In 2008, it is expected to grow five-fold. Worldwide insurance 
premium amoimted to US$ 3723 billion in 2006 comprising of US$ 2209 
billion in life and US$ 1514 billion in general insurance business.^ At 
this level the premium has increased by 5.0 per cent in real terms in 
2006 as compared to 2.5 per cent in 2005. The growth in life insurance 
premium was about 7.7 per cent which is the highest since 2000. It may 
2 IRDA Annual Report, 2006-07, p.l2. 
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be interesting to note that in most of the countries the growth in life 
ir\surance premium was faster than growth in the economic activity 
hidian insurance market potential could be gauged by the fact 
that currently about 40-42 million people have been brought under 
insurance whereas the potential is estimated at 200-250 million. 
Insurance companies could tap only 5 percent of hidian middle class 
segment. In India, insurance is generally considered as a tax-saving 
device instead of its other implied long term financial benefits. Indian 
people are prone to investing in properties and gold followed by bank 
deposits. They selectively invest in shares also but the percentage is 
very small (4-5 per cent). 
Under GIC there were four subsidiaries ~ National Insurance 
Company Ltd, Oriental Insurance Company Ltd, New India Assurance 
Company Ltd, United India Assurance Company Ltd. In fiscal 2000-01, 
the Indian federal government lifted all entry restrictions for private 
sector investors. Foreign investment insurance market was also allowed 
with 26 percent cap. GIC was converted into India's national re-insurer 
from December, 2000 and all the subsidiaries working under the GIC 
umbrella were restructured as independent insurance companies. 
Indian Parliament has cleared a Bill on July 30, 2002 delinking the four 
subsidiaries from GIC. A separate Bill has been approved by Parliament 
to allow brokers, cooperatives and intermediaries in the sector. 
Currently insurance companies- both private and public- has to cede 20 
percent of its reinsurance with GIC.GIC is actively considering entry 
into overseas markets including West Asia, South-east Asia and SAARC 
region. 
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4.3. REGULATORY STRUCTURE OF INSURANCE IN INDIA 
The broad legal framework governing this sector comprises of the 
following legislations: (i) The Insurance Act, 1938; (ii) Life Insurance 
Act, 1956; (iii) General Insurance Business (Nationalization) Act, 1972; 
and (iv) Insurance Regulatory Development Authority (IRDA) Act, 
1999. 
I. IRDA - Insurance Regulatory and Development authority 
As a part of insurance sector in mid nineties, the government 
accepted the recommendations of Malhotra Committee report which 
gave birth to the super regulator for insurance sector in India - IRDA. 
The Authority has ten- member team, all are appointed by the 
government of India. These members consist of: 
• Chairman 
• Five full-time members 
• Four part-time members 
II. Duties, Powers and Functions of IRDA 
The powers and fimctions of IRDA are given under Sec-14 which 
includes the following: 
i. Issue to the applicant a certificate of registration, renew, modify, 
withdraw, suspend or cancel such registration. 
ii. Protection of the interest of the policyholders in matters 
concerning assigning of policy, nomination by policyholders, 
insurable interest, settlement of insurance claim, surrender value 
of policy and other terms and conditions of contracts of 
insurance. 
iii. Specifying requisite qualifications, code of conduct and practical 
training for intermediary or insurance intermediaries and agents. 
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iv. Specifying the code of conduct for surveyors and loss assessors. 
V. Promoting efficiency in the conduct of insurance business. 
vi. Promoting and regulating professional organizations connected 
with the insurance and re-insurance business. 
vii. Levying fees and other charges for carrying out the purpose of 
this act. 
viii. Calling for information from, undertaking inspection of, 
conducting enquires and investigations including audit of 
irisurers, intermediaries, insurance intermediaries and other 
organizations connected with the insurance business. 
ix. Specifying the form and manner in which books of accoimts shall 
be maintained and statement of account shall be rendered by 
insurers and other insurance intermediaries. 
X. Regulating investment of funds by insurance companies. 
xi. Regulating maintenance of margin of solvency, 
xii. Adjudication of disputes between insurers and intermediaries or 
insurance intermediaries. 
xiii. Supervising the functioning of the TAC. 
xiv. Specifying the percentage of premium income of the insurer to 
finance schemes for promoting and regulating of professional 
organizations. 
XV. Specifying the percentage of life insurance business and general 
insurance business to be undertaken by the insurer in the rural or 
social sector. 
xvi. Exercising such other powers as may be prescribed. 
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III. TARIFF ADVISORY COMMITTEE (TAC) 
The TAC controls and regulated the rates, advantages, terms and 
conditions that may be offered by insurers in respect of General 
Insurance business relating to fire, marine, motor, engineering and 
workmen compensation. The Controller of Insurance cum Chairman, 
IRDA is the chairman of TAC. 
IV. CONTROLLER OF INSURANCE (COI) 
The Controller of Insurance audits and inspects the insurance 
companies whenever necessary. It ensures that there is proper 
conducive insurance market establishing healthy practices. 
V. OMBUDMAN 
Insurance Ombudsman has been constituted to receive and resolve 
complaints from any person who has any grievance against an insurer. 
Currently insurance industry has Ombudsman in more than 12 cities. 
Each Ombudsman can redress customer grievances in respect of 
insurance deals where the insured amount is less than Rs. 20 lakh. 
4.4. PERFORMANCE APPRAISAL OF INDIAN INSURANCE 
SECTOR SINCE ITS LIBERALIZATION 
Till the end of the fiscal year 1999-2000, only two state rxm 
insurance companies namely LIC and GIC were the monopoly 
insurance (both life and non-life) providers in India. But, after the 
liberalization of insurance market in 2000, many private insurers in 
collaboration with foreign insurers have made their entry in India 
providing tailor made products to the rural and urban people at 
affordable prices. This has made Indian insurance sector to grow in 
breadth and length and hence become more vibrant. Its performance 
can be evaluated taking recent developments which took place in this 
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sector vis-a-vis entry of private players, growth in insurance 
penetration and insurance derisity, increasing premiums, product 
developments, investments by insurers in infrastructure, good solvency 
margin, corporate agents, brokers, removal of tariffs, increasing 
insurance education and research, rural and social focus, micro-
insurance etc. 
4.4.1. ENTRY OF PRIVATE INSURERS 
The IRDA was keen that only companies with a sound financial 
background enter insurance industry and, therefore, stipulated a high 
solvency margin in addition to high entry capital requirements. The 
high initial capital requirements and the 26 per cent cap on FDI had, in 
no way, deterred the Indian enterprises and the major foreign insurance 
companies from collaborating to form the Indian Insurance companies. 
The industry has so far witnessed the entry of 16 new private 
companies in the life segment and 11 in the non-life segment. In 
addition, two insurers have been granted license to operate exclusively 
in the health sector. 
Except Sahara Life insurer, each and every private insurer (life 
and non-life), have set up businesses in collaboration with a foreign 
partner. In case of one life insurer (AMP SAMNAR Life Insurance 
Company) where both the foreign and the Indian partner quit from the 
Indian insurance company in the year 2005, the entire equity stake has 
been picked up by an Indian entity. Thus, as on march 2008, 27 
insurance companies in the private sector are operating in the country 
in collaboration with established foreign insurance companies from 
across the globe. 
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The insurance sector was opened up for private participation on 
the ground that in-spite of enormous contributions made by the public 
sector to expand the coverage and spread awareness about insurance, 
the interests of the consumers would be better served if there is 
competition among the insurers. It was also recognized that the country 
has a vast potential waiting to be tapped and this can be done only 
when we have a large number of companies spreading their wings 
across the country and offering a variety of products catering to the 
demands of different sections of the population. It was also felt that 
competition would generate a healthy attitude towards redressal of 
consumer grievances and improve the quality of service. 
The table - 4.2 shows the name-wise list of private as well as 
public insurers in India and the table - 4.3 shows the year-wise entry of 
the private (in collaboration with foreign) insurers in India. 
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Both tables clearly indicates that soon after opening up of this 
sector in 2000, 16 insurers (10 in life and 6 in non-life) entered into 
Indian insurance market. Tables clearly show that as on March, 2008, 
total number of insurers operating in India was 35. Further, in 2001, 4 
more private players (two each in life and non-life) made an entry into 
India. Recently in 2006, 3 insurers (one in life and two in non-life) 
started their operations in India. 
Table - 4.3 
Growth Pattern of Registered Insurers in Numbers 
Year 
2000 
2001 
2002 
2003 
2004 
2005 
2006 
TOTAL 
Public Sector 
LIFE 
01 
-
-
-
-
-
-
01 
NON-
LIFE 
05 
-
02 
-
-
-
-
07 
Private Sector 
LIFE 
10 
2 
-
01 
01 
01 
01 
16 
NON-
LIFE 
06 
02 
-
-
-
01 
02 
11 
TOTAL 
22 
04 
02 
01 
01 
02 
03 
35 
Source: Compiled from IRDA Annual Reports: 2000 to 2007. 
4.4.2. INSURANCE PENETRATION 
Insurance penetration^, insurance premium and insurance 
derisity are generally taken as the measures of insurance development 
in any country. The opening of the sector has led to unprecedented 
increase in coverage, especially in the life segment and it has impacted 
^ Insurance Penetration means premiums as a Percentage of GDP. 
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the level of insurance penetration which has witnessed a surge in the 
last couple of years. 
Insurance penetration has remained relatively at low level in the 
pre-liberalization phase of Insurance sector (see table - 4.4). Total 
insurance penetration in India was only 1.5 per cent in 1990 and was 
1.93 per cent in 1999 which has risen to 2.88 per cent after reforms in 
2003 and further to 4.8 per cent in the year 2006. It has thus more than 
doubled in the past 7 years. While the increase is impressive in the case 
of life, where it increased from 1.39 per cent to 4.1 per cent, it remained 
stagnant at nearly 0.6 per cent in the case of non-life. The increased 
economic activity coupled with recent reforms in general insurance 
market, would certainly help expand the market in the years to come. 
Table - 4.4 
Insurance Penetration in Pre-Ref orm Period 
(Premium per capita in US$) 
Year 
1995 
1996 
1997 
1998 
1999 
2000 
Life 
India 
4.5 
5.0 
5.4 
6.2 
6.2 
7.6 
World 
277.2 
246.7 
246.4 
145.3 
235.4 
239.9 
Non-Life 
India 
1.9 
2.0 
2.2 
2.3 
2.4 
2.3 
World 
197.9 
184.5 
196.8 
125.7 
151.9 
145.5 
Total 
India 
6.4 
7.0 
7.6 
8.6 
8.5 
9.9 
Total 
World 
475.1 
431.1 
423.3 
271.0 
387.3 
385.4 
Source: Compiled from various Swiss Re, Sigma Reports. 
In the context of international comparison, insurance penetration 
in India is low but commensurate with its level of per capita income. In 
2003, India had the 11th highest insurance penetration in Asia and 
ranked 54th worldwide. 
181 
Post Liberalisation Evaluation of Indian Insurance Sector and Inflow ofFDI: A Case Study 
While examining the country-wise insurance penetration (both 
life and non-life) in 2000, 2003 and 2006, it came to light that in 
comparison to other countries, insurance penetration as a percentage of 
premiums to GDP is very low in India. In case of Switzerland, 
Netherlands, Japan, South Africa, insurance penetration has decreased 
in aggregate in this period. While in case of remaining countries it has 
almost increased in aggregate during this period. In case of India, 
insurance penetration has increased in aggregate from 2.32 (life 1.77 and 
non-life 0.55) in 2000 to 2.88 (2.26 life and 0.62 non-life) in 2003 to 4.80 
(4.10 life and 0.60 non-life) in 2006.4 
Table - 4.5 shows the comparison of India with top six countries 
interms of insurance penetration in both segments of insurance during 
2006. UK has highest insurance penetration of 16.50 (13.10 in life and 
3.40 in non-life) followed by South Africa 16.0, Taiwan 14.50, South 
Korea 11.10, Switzerland 11.0 and France 11.0 
Table - 4.5 
Top Six Countries and India 
(Insurance Penetration) 
Rank 
1 
2 
3 
4 
5 
6 
COUNRTY 
UK 
South-Africa 
Taiwan 
South-Korea 
Switzerland 
France 
India 
WOLD 
2006* 
LIFE 
13.10 
13.00 
11.60 
7.90 
6.20 
7.90 
4.10 
4.50 
NON-
LIFE 
3.40 
3.00 
2.90 
3.20 
4.90 
3.10 
0.60 
3.00 
TOTAL 
16.50 
16.00 
14.50 
11.10 
11.00 
11.00 
4.80 
7.50 
Source: Swiss Re, Sigma, Vol. 2/2005,5/2006 and 4/2007. 
* Data Relates to Calendar Years. 
* Swiss Re, Sigma, Vol. 9/2000, 6/2001, 6/2002, 8/2003, 3/2004, 2/2005, 5/2006 and 4/2007; 
(Deatiled Country-wise Insurance Penetration is given under Annexure - V). 
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Figure - 4.1 is the pictorial represer\tation of the above table 
which further shows that although insurance penetration has relatively 
increased in India, yet it is low when compared with other countries. 
Figure 4,1 
Top Six Countries and India (Insurance Penetration)-2006 
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Source : Same as table - 4.5 
4.4.3. GROWTH IN THE PREMIUMS 
One of the significant feature of the post liberalization landscape 
is the unprecedented growth in the premium. The growth has been 
significant in life insurance. The first year premium collected by the 
insurers in the year 2006-07 was Rs. 75,400 crore compared to Rs. 6560 
crore in the year 1999-2000, the year prior to the opening up of the 
sector for private participation. This represents a compound annual 
growth rate of nearly 42 per cent and an AAGR of 131 per cent. Taking 
a corresponding period of 7 years prior to the liberalization the first 
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year premium increased from Rs. 2375 crore in 1992-93 to Rs. 6560 crore 
in 1999-2000, a compound Annual growth rate of 16 per cent. 
As per some reports, sales of both commercial and retail products 
are expected to benefit from India's surging economic output over the 
meditrai term. Economists expect India's output to grow by around 6 
per cent over the next 10 to 15 years and the political and business 
environments are expected to stabilize further.^ The combination of this 
economic growth, increased stability and the liberalization of the non-
life sector is expected to provide further premium growth over the 
medium term. 
The table - 4.6 shows the growth in the premiums of both private 
and public life insurers during 2000 to 2007 and figure - 4.2 is the 
pictorial representation of the same table. It is discernible from the table 
that in overall LIC's premium has increased significantly from Rs. 
34892.02 crore in 2000-01 to 127822.84 crore in 2006-07. In comparison to 
2005-06, LIC's premium has been around doubled in 2006-07 when it 
had a growth of 40.79 per cent. While in case of private life insurers, 
insurance premium has also increased significantly and its growth has 
been comparatively more when compared with LIC's premiums. It was 
Rs. 6.45 crore in 2000-01 which increased to Rs. 3120.33 crore in 2003-04 
to Rs. 28218.75 crore in 2006-07. Thus, it can be said that the total life 
insurance premium in both segments has increased during the period 
imder reference. This increase has been mainly due to the opening up of 
this sector to private players who have grabbed new opportunities. 
5 Deutsche Bank Research (2005); "India rising: A Medium-term PerspecHve India Special"; p.3. 
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Table - 4.6 
Life Insurance Premium of Public and Private Insurers 
INSURER 
Lie 
ING VYSYA 
HDFC STD LIFE 
BSLI 
ICICIPRU 
KOTAK LIFE 
TATA AIG 
SBI LIFE 
BAJAJ ALLIANZ 
MNYL 
METLIFE 
RELIANCE LIFE 
AVIVA 
SAHARA 
SHRIRAM 
BHARTIAXA 
PRIVATE SECTOR 
TOTAL 
2000-01 
34892.02 
-
0.002 
0.32 
5.97 
-
-
-
-
0.16 
-
-
-
-
-
-
6.45 
34898.47 
2001-02 
49821.91 
(42.79) 
4.19 
33.46 
28.26 
116.38 
7.58 
21.14 
14.69 
7.14 
38.95 
0.48 
0.28 
-
-
-
-
272.55 
(4124.31) 
50094.46 
(43.54) 
2002-03 
54628.49 
(9.65) 
21.16 
148.83 
143.92 
417.62 
40.32 
81.21 
72.39 
69.17 
96.59 
7.91 
6.47 
13.47 
-
-
-
1119.06 
(310.59) 
55747.55 
(11.28) 
2003-04 
63533.43 
(16.30) 
88.51 
297.76 
537.54 
989.28 
150.72 
253.53 
225.67 
220.80 
215.25 
28.73 
31.06 
81.50 
-
-
-
3120.33 
(178.83) 
66653.75 
(19.56) 
2004-05 
75127.29 
(18.25) 
338.86 
686.63 
915.47 
2363.82 
466.16 
497.04 
601.18 
1001.68 
413.43 
81.53 
106.55 
253.42 
1.74 
-
-
7727.51 
(147.65) 
82854.80 
(24.31) 
(Rs. Crore) 
2005-06 
90792.22 
(20.85) 
425.38 
1569.91 
1259.68 
4261.05 
621.85 
880.19 
1075.32 
3133.58 
788.13 
205.99 
224.21 
600.27 
27.66 
10.33 
-
15083.54 
(95.19) 
105875.76 
(27.78) 
2006-07 
127822.84 
(40.79) 
707.20 
2855.87 
1776.71 
7912.99 
971.51 
1367.18 
2928.49 
5310.00 
1500.28 
492.71 
1004.66 
1147.23 
51.00 
185.15 
7.78 
28218.75 
(87,08) 
156041.59 
(47.38) 
Source: Various Issues of IRDA, Annual Reports (2000 to 2007) 
Note: Figures in Parenthesis Show the Growth Over the Respective Previous 
in Per cent. 
1) # Figures Revised For The Year 2002-03 and Includes Group Business. 
2) - Represents Business Not Started. 
Year 
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Figure - 4.2 
Life Lnstuance Premium of Public and Private Insurers (2000-2007) 
2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 
PubUc Sector-LIC -^^ PRIVATE SECTOR » TOTAL 
Source : Same as table - 4.6 
Table - 4.7 shows the premiums of non-life insurers (both public 
and private) within India and outside India during 2000 to 2007. 
Aggregative, it has increased in case of public sector insurers from Rs. 
10491.88 crore in 2000-01 to Rs. 17283.45 crore. While in case of private 
sector non-life insurers, premiums have more than doubled in 2006-07 
over 2000-01 from Rs. 10499.02 crore to Rs. 25930.02 crore. 
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Table - 4.7 
Gross Direct Premium of All Non-Life Insurers (Within India & 
Outside India) 
INSURER 
NATIONAL 
NEW INDIA 
ORIENTAL 
UNITED 
PUBLIC SECTOR (A) 
ROYAL SUNDARAM 
REALIANCE 
IFFCO-TOKIO 
TATA AIG 
ICICI LOMBARD 
BAJAJ ALLIANZ 
CHOLAMANDALAM 
HDFC GENERAL 
PRIVATE SECTOR (B) 
TOTAL (A+B) 
ECGC 
STAR HEALTH 
AIC 
2000-01 
2227.73 
3493.05 
2247.10 
2524.00 
10491.88 
0.24 
1.07 
5.83 
-
-
-• 
-
-
7.14 
10499.02 
-
-
-
2001-02 
2439.41 
4198.06 
2498.64 
2781.48 
11917.59 
(13.59) 
71.13 
77.46 
70.51 
78.46 
28.13 
141.96 
-
-
467.65 
(6453.98) 
12385.24 
(17.97) 
338.52 
-
-
2002-03 
2869.87 
4812.79 
2868.15 
2969.63 
13520.44 
(13.45) 
184.44 
185.68 
213.33 
233.93 
211.66 
296.48 
14.79 
9.49 
1349.80 
(188.64) 
14870.25 
(20.06) 
374.78 
-
' 
2003-04 
3399.97 
4921.47 
2899.74 
3063.47 
14284.65 
(5.65) 
257.76 
161.06 
322.24 
343.52 
486.73 
476.53 
97.05 
112.95 
2257.83 
(67.27) 
16542.49 
(11.25) 
445.48 
-
369.21 
2004-05 
3810.65 
5103.16 
3090.55 
2944.46 
14948.82 
((4.65) 
330.70 
161.68 
496.64 
448.24 
873.86 
851.62 
169.25 
175.63 
3507.62 
(55.35) 
18456.45 
(11.57) 
515.55 
-
549.72 
(Rs. Crore) 
2005-06 
3536.34 
5675.54 
3609.77 
3154.78 
15976.44 
(6.87) 
458.64 
162.33 
892.72 
572.70 
1582.86 
1272.29 
220.18 
200.94 
5362.66 
(52.89) 
21339.10 
(15.62) 
577.33 
-
555.83 
2006-07 
3827.12 
5936.78 
4020.78 
3498.77 
17283.45 
(8.18) 
598.20 
912.23 
1144.47 
710.55 
2989.07 
1786.34 
311.73 
194.00 
8646.57 
(61.27) 
25930.02 
(21.51) 
617.66 
22.51 
564.67 
SOURCE: Various Issues of IRDA, Annual Reports. 
Note: 
1) Figures in Parenthesis shows the Growth over the Previous Year in Per cent. 
2) - Shows Business not started. 
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Figure 4.3 
Gross Direct Ptemium of All Non-Life Insniers (Within India & Outside India) 
(2000 To 2007) 
30000 
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'6 10000 
01 
5000 
0 
2000-01 2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 
PUBLIC SECTOR (A) -*- PRIVATE SECTOR (B) -*- TOTAL (A+B) 
Source : Same as table - 4.7 
Inspite of this impressive growth by the public sector insurer, the 
private sector companies have managed to gain a market share of 26 per 
cent by the year 2006-07. 
The significant increase in the insurance market in these 8 years 
has reinforced the arguments of the pro-reform group that there is a 
vast market waiting to be exploited and that a single, state driven entity 
will not, by itself, be able to cater to the requirements of that market. It 
also established in no uncertain terms that so far as life insurance 
market is concerned, the growth of the private sector need not be at the 
expense of the public sector. The public and the private sector can 
together experience high growth rates for a long time to come. 
In the case of general insurance industry, the premium growths 
have been significant though not as impressive as in the case of life 
insurance. The premium had grown from Rs.9450 crore in 1999-2000 to 
Rs. 25000 crore in 2006-07. The growth in the premium is expected to be 
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muted as there have been no significant increases in the tariff except in 
the case of a modest increase in motor premium in the year 2002-03. 
The growth in the premium has, therefore, come through increased 
volumes, especially under motor and health. 
The private sector has acquired a market share of 35 per cent in 
2006-07 and a major portion of this it has come at the expense of the 
public sector. Insurance premium of LIC has decreased from 99.98 per 
cent in the year 2000-01 to 85.75 percent in 2005-06. Similarly, the total 
life insurance premium of private companies increased to 14.25 per cent 
in 2005-06 from 0.02 per cent in the year 2000-01. 
4.4.4.INSURANCE DENSITY 
Another measure of insurance development is insurance density.^ 
By this measure, India is among the lowest-spending nations in Asia in 
respect of purchasing insurance. The table - 4.8 and Figure 4.4 shows 
the list of six countries having highest insurance density. It clearly 
indicates that UK has highest insurance density i.e. 6466.7 (5139.6 in life 
and 1327.1 in non-life) followed by Ireland with 5564.7, Switzerland 
with 5561.9, Denmark with 4271.4, USA with 3923.7 and Netherlands 
with 3828.8. India's insurance density is incomparable with these top six 
countries as it is relatively very low. It is as low as 33.2 in life segment 
and 5.2 in non-life segment. In addition, when it is compared with 
world level (554.8), India's share is too small i,e 38.4. Therefore, it can be 
deduced from the analysis that although insurance density in India has 
increased from 9.9 in 2000 to 38.4 in 2006, yet it is relatively very low 
when compared with the other countries.^ 
<• Insurance Density is the per capita spending on Insurance. 
' Detailed Country-wise list of Insurance Density is given under Annexure - VI. 
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Table - 4.8 
Top Six Countries and India 
Rank 
1 
2 
3 
4 
5 
6 
COUNRTY 
UK 
Ireland 
Switzerland 
Denmark 
USA 
Netherlands 
India 
WOLD 
Insurance 1 
LIFE 
5139.6 
4203.8 
3111.8 
2840.8 
1789.5 
2071.6 
33.2 
330.6 
Density) 
200( 
NON-
LIFE 
1327.1 
1360.9 
2450.1 
1430.6 
2134.2 
1757.3 
5.2 
224.2 
S* 
TOTAL 
6466.7 
5564.7 
5561.9 
4271.4 
3923.7 
3828.8 
38.4 
554.8 
Source: Swiss Re, Sigma, Vol. 2/2005, 5/2006 and 4/2007. 
7000 
6000 
Figurre - 4.4 
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The state owned companies still dominate segments like 
endowments and money back policies. But in the annuity or pension 
products business, the private insurers have already wrested over 33 
per cent of the market. And in the popular unit-linked insurance 
schemes they have a virtual monopoly, with over 90 per cent of the 
customers. 
4.4.5. PRODUCT DEVELOPMENT 
Now-a-days, insurance products are multi-purpose and offer the 
benefits like protection to the investors by defraying risk, accumulative 
savings, channelising savings etc. The opening up has augured well for 
the consumer who has now access to a wide range of new products. 
Particularly, unit linked products have attracted the attention of the 
insured. Availability of riders, particularly health riders, has been a 
positive development. In the non-life segment crop iiisurance based on 
rair\fall and temperature, experiments in health insurance, directors and 
officers liability covers have made their entry. The recent initiative of 
de-tariffying will give a further boost to development of tailor made 
products in coming days. In addition. Triple strategy combination like 
innovative products, smart marketing and aggressive distribution has 
enabled fledgling private insurance companies to sign up Indian 
customers faster than anyone ever expected. Indians, who have always 
seen life insurance as a tax saving device, are now suddenly turning to 
the private sector and snapping up the new irmovative products on 
offer. 
4.4.6. INVESTMENTS BY INSURERS 
The total investments till 31ist march, 2007 by the insurance 
industry were Rs. 654562.61 crore as against Rs. 529483.10 crore in the 
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previous year, recording an increase of 23.61 per cent. While 
investments by the Hfe insurers increased by 24.02 per cent to Rs. 
604179.80 crore, the corresponding increase in the case of non-life 
insurers was 19.05 per cent to Rs. 50382.81 crore. 
The investments made by the insurers both life and general 
separately for public and private sector is given in the following table. 
The investments of the LIC increased by 20.58 per cent (in view of its 
large base) and, in the case of private irisurers, the growth was 92.39 per 
cent. Increase in investments by public sector general insurance 
companies was 14.67 per cent and for private sector general insurers it 
was 63.50 per cent. 
Public sector non-life companies invested Rs. 16606 crore in 
Central Govt and State Govt Securities (37.60 per cent of their total 
investments), Rs. 5051 crore in infrastructure and social sector (11.43 per 
cent of their total investments) and Rs. 19323 crore in investment subject 
to exposure norms (43.75 per cent of their total investments) as against 
Rs. 15151 crore (39.33 per cent), Rs. 4413 crore (11.46 per cent) and Rs. 
16169 crore (41.98 per cent) respectively in the previous year. 
Investments of the private insurers in the above sectors stood at Rs. 
2260 crore (36.39 per cent), Rs. 1052 crore (16.93 per cent) and Rs. 2349 
crore (37.81 per cent) as against Rs, 1590 crore (41.84 per cent), Rs. 567 
crore (14.92 per cent) and Rs. 1323 crore (34.82 per cent) respectively as 
on 31st March, 2006. 
From the table - 4.9, it is predictable that as on 31st March, 2007, 
the total investments by the insurance industry have grown by 23.63 per 
cent to Rs. 654562.61 crore as against Rs. 529483.10 crore in the previous 
year. Where as investments by the life insurers increased by 24.02 per 
cent to Rs. 604179.80 crore, the corresponding increase was 19.05 per 
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cent to Rs. 50382.81 crore in the case of non-life insurers. While the 
investments by the LIC increased by 10.87 per cent, in the case of 
private insurers, the growth was 130.05 per cent in 2006. Increase in 
investments by public sector non-life companies was 10.51 per cent and 
for private sector non-life insurers it was 49.21 per cent in 2006. 
It is noteworthy to point out that investment by public sector 
insurers is showing a decreasing trend from 97.26 per cent to 94.86 per 
cent to 92.17 per cent during 2005, 2006 and 2007 respectively. While 
share of private insurers in total investment is indicating an increasing 
trend from 2.73 per cent in 2005 to 5.13 per cent in 2006 to further 7.82 
per cent in 2007. 
Figure - 4.5 and figure - 4.6 is the pictorial representation of the 
table - 4.9. It clearly shows that major chunk of investment in both 
segments of insurance is made by public sector in all the three years i,e 
2005, 2006 and 2007. And when we compare the investments by life and 
non-life insurers, then we see that life insurers have made more 
investment than non-life insurers. 
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Figure 4.5 
Investment of Life Insurers 
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Source; Same as table - 4.9 
Figure - 4.6 
Investment of Non-Life Insurers 
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^AJ. SOLVENCY MARGIN 
In order to ensure sound financial position of insurance 
companies, IRDA has imposed solvency^ requirements on all insurers in 
India. This is just to protect the sole interest of policyholders. In India, 
IRDA had prescribed the solvency ratio^ of 150 per cent to all insurance 
companies. If this ratio is more or equivalent to 150 per cent, then the 
insurer is considered to be solvent. The available solvency margin is the 
difference between the total value of assets at a specified date and 
amoimt of liabilities on that date. 
It is remarkable that IRDA has set a working solvency margin 
ratio of 1.5 for all insurers. From the table - 4.10, it is clear that all the 16 
life insurers who underwrote premiums during 2006-07 have complied 
with the stipulated requirement of a solvency ratio of 1.5. LIC had 
improved the solvency ratio to 1.5 from its earlier level of 1.3. Bharti 
Axa which has started its business in 2006 had a solvency ratio of 1.96. 
Of the 16 life insurers, solvency ratios of 8 insurers in 2006-07 were 
lower than the solvency ratios in 2005-06. Aviva has had a solvency 
ratio of 6.3 in 2006-07, much higher than 2.8 in 2005-06. ING Vysya, LIC, 
Max Newyork, and Shriram Life had higher solvency ratios in 2006-07 
than those of 2005-06. Met Life and Sahara had the same solvency ratios 
in 2006-07 to those of 2005-06. 
8 Solvency is having enough money to meet all pecuniary liabilities. 
' Solvency Ratio is defined as the ratio of available solvency margin to the required solvency margin. 
196 
Post Liberalisation Evaluation of Indian Insurance Sector and Inflow ofFDI: A Case Study 
Table-4.10 
Solvency Ratio of All Insurers 
LIFE 
INSURERS 
Lie 
BAJAJ 
ALLINAZ 
RELIANCE 
LIFE 
BSLI 
AVIVA 
HDFC STD 
LIFE 
ICICIPRU 
ING VYSYA 
MNYL 
METLIFE 
KOTAK LIFE 
SBI LIFE 
TATA AIG 
SAHARA 
SHRIRAM 
BAFDRTIAXA 
Solvency Ratio 
2005-06 
1.3 
2.8 
2.0 
2.0 
2.8 
2.9 
1.6 
2.3 
2.0 
1.7 
1.8 
2.9 
2.7 
2.7 
2.2 
-
2006-07 
1.50 
2.45 
1.62 
1.80 
6.31 
2.05 
1.53 
2.87 
2.08 
1.73 
1.64 
1.78 
2.59 
2.68 
2.74 
1.96 
NON-LIFE INSURER 
PUBLIC: 
NEW INDIA 
UNFFED 
ORIENTAL 
NATIONAL 
PRIVATE: 
BAJAJ ALLIANZ 
CHOLAMANDALAM 
HDFC CHUBB 
ICICI LOMBARD 
IFFCO-TOKIO 
RELIANCE 
ROYAL SUND ARAM 
TATA AIG 
SPECIALISED: 
ECGC 
AIC 
GIC 
STARHEALTH 
Solvency Ratio 
2005-06 
3.09 
2.23 
1.97 
1.08 
1.22 
2.51 
1.78 
1.29 
1.95 
3.04 
1.66 
1.68 
9.39 
2.16 
3.41 
-
2006-07 
3.57 
3.00 
2.17 
1.76 
1.56 
2.63 
1.69 
2.08 
1.70 
1.95 
1.64 
1.85 
11.41 
2.05 
4.10 
1.91 
Source: Prepared From Actuarial Report and Abstract-2007. 
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In the non-life segment, all the four public sector non-life insurers 
have met the stipulated solvency ratio of 1.5, including National 
Insurance which improved its solvency position to 1.76 as against 1.08 
as on 31st March, 2006. Amongst the specialized insurance companies, 
ECGC which is underwriting credit business had a solvency ratio of 
11.41 as against 9.39 as on 31st March, 2006. AIC had a solvency margin 
of 2.05 as on 31st March, 2006 as against 2.16 as at 31st March, 2006. All 
of the eight non-life private insurers have met their stipulated solvency 
requirement. Star Health, the standalone health insurance company 
(Starhealth) had a solvency ratio of 1.91 as at the end of 31st March, 
2007. While the national re-ii\surer, GIC, had a solvency ratio of 4.10 on 
31st March, 2007 as against 3.41 in 2006. 
4.4.8. CORPORATE AGENTS 
In order to facilitate sale of insurance policies through existing 
institutions which are in contact with a large section of the population, 
IRDA permitted insurance companies to market their products through 
corporate agents. The Corporate Agent Model is expected to bring 
down costs of procurement of business substantially to the insurance 
company while benefiting the corporate with fee based income which 
improves its revenue stream. In parts of Europe, the Bancassurance^o 
Model has worked well and the experience of the three parties to the 
transaction, namely, the bank, the insurance company and the customer 
has been positive. 
Almost all the players are now depending on their agents force to 
reach out to the end customers. Most of the private players have formed 
'" Bancassurance symbolizes the convergence of banking and insurance. Now-a-days most new 
insurers have entered into memorandum of understanding with banks to use their branches 
as outlets for marketing standard products. Bancassurance as a concept has its origins in 
France where this channel today is a predominant source of insurance business. 
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Strategic alliances with banks and other corporate bodies to distribute 
their products. According to a Fitch report on the insurance sector; 
Banks, serving as distribution channel for insurance products, have 
contributed about 20 per cent of the total insurance business in financial 
year 2005. The market has already seen a range of strategic alliances 
between banks and insurance compaiues based on their vision with 
regard to distribution reach, costs, target audience, and geographical 
spread. In this connection two basic models of bancassurance have 
emerged which are as under: 
a. Integrated Model (Corporate Agency Model) 
Here, the bank functions as a corporate agent for the insuring 
company. The entire business is taken care of by the trained and 
licensed staff of the bank. It is expected that the bank staff would 
significantly leverage client relationship as they are frequently dealing 
with the client. 
b. Introducer Model (Referral Model) 
In this model, the customer has access arrangement with the bank. 
Specialized and trained insurance company advisers are deployed in 
the bank branches. The bank's role remains as that of the introducer. 
The insurer's role, however, ranges from being a product and service 
provider to an introducer. Commissions are generally negotiable. It has 
been observed that the conversion rate is very less and it gets exhausted 
soon. 
The table - 4.11, shows the recent strategic alliances the insurers 
have entered with banks and other agencies to distribute their products: 
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Table - 4.11 
Strategic Alliances of Insurance Companies with Banks 
S.No 
01 
02 
03 
04 
05 
06 
07 
08 
09 
10 
11 
Insurer 
ICICI Prudential 
Lie Of India 
Bajaj Alliance (General Insurance) 
SB! Life 
HDFC Standard Life Insurance 
United India Insurance Company Ltd 
Met Life 
Relicince Life 
Birla Sun Life 
Dabur CGU Life 
New India Assurance Company Ltd 
Bank^Corporate Agencies 
AUahbad bank, Bank of India, Citi 
Bank, Federal Bank, Lord Krishna 
Bank, Punjab & Maharastra Co-
operative Bank, 
Corporation Bank, Oriental Bank Of 
Commerce 
J&K Bank, Karur Vysya Bank, 
Punjab & Sindh Bank 
SBI Branches and branches of its 
subsidiaries 
Indian Bank, Union Bank 
Andhra Bank, Indian Bank, South 
India Bank, Federal Bank 
J&K Bank, Kamataka Bank, 
Dhanalakshmi Bank 
Kerala bcised Co-operative Bank, 
Peruntamanna Bank and Maneri 
Bank 
Citi Bank, Deutsche Bank, IDBI 
bank. Catholic Syrian Bank, Bank of 
Rajasthan, Bank of Muscat 
Lakshmi Vilas Bank, canara Bank, 
Amex, ABN Amro Bank 
Pimjab National Bank (General 
Insurance), Vijaya Bai\k (Life 
Insurance) 
Source: Senthil and Narayana; 'Insurance Marketing - A Paradigm Shift'; 2003. 
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4.4.9. AGENTS TRAINING 
After insurance sector liberalization in 2000, the expanding 
market demanded a large agency force. Therefore, insurers have been 
recruiting agency force on a continuous basis. Presently there are more 
than 20 lakh individual agents and nearly 5000 corporate agents. In 
order to introduce an element of professionalism in the insurance 
intermediaries elaborate training and testing arrangements were 
introduced by the IRDA. The demand for tied agency force has led to a 
situation where the resources of the institutes providing training have 
been stretched. During 2004, the IRDA had streamlined the system of 
training and impressed upon the insurers the need for greater attention 
being paid to the training of their agency force. 
4.4.10. BROKERS 
The introduction of brokers in the Indian insurance industry in 
the liberalized scenario is another significant development. Brokers act 
as representatives of the policyholders although they are paid by the 
insurers. As a result, they are expected to bring better service to the 
clients in several areas like: 
• Monitoring the insurance market, the credibility of the players 
and the quality of services they render 
• Analyzing the various products available in the market and assist 
the clients in choosing the products that suit their requirement 
• Helping the client in the completion of the proposals, conclusion 
of the contract and render subsequent service, if any 
• Assisting the client in the settlement of claims. 
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If the broker has to add value, he should have highly qualified 
professionals who can render sound advice. It is not uncommon to see 
some of broking houses in the west bigger than many insurance 
companies. 
4.4.11. REMOVAL OF TARIFFS 
De-tariffing is an essential pre-requisite for the healthy growth of 
the market. The IRDA had in September, 2005 annoxmced a roadmap 
where it laid stress on an orderly transition from the tariff market to 
free market. It was announced that insurers can determine their rates 
from 1st January, 2007 for all risks that they undertake. 
The insurance market had not collapsed as predicted by some 
and the financial year ended March, 2008 with a 25 per cent increase in 
the premium. The first quarter of current year which bore the full brimt 
of detariffing has also witnessed a modest growth in overall premium 
collected. 
Now it is expected that in the long run detariffication would 
result in expansion of the general insurance market and a substantial 
increase in the premiums, though in the short nm there may be a 
reduction in premiums under fire, engineering and own damage within 
the motor premium. This fall in premiums should not worry insurers 
and it should be looked at as the correction that is long overdue. 
4.4.12. INSURANCE EDUCATION AND RESEARCH 
One of the big contributions of the insurance sector reforms has 
been rise in demand for insurance education, training and research. The 
Insurance Institute of India's role appears to have been confined to 
professional examinations conducted by it. 
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Similarly research in insurance remains a neglected area and 
there is need for a concerted effort to develop and define areas of focus 
for research in tune with the requirements of the industry. Without a 
research focus no institute can expect to make tangible gains in the near 
future in terms of value addition and meeting the expectations of its 
members and the industry at large. 
4.4.13. RURAL AND SOCIAL FOCUS 
After insurance sector reform process, the IRDA framed 
regulations for the obligations of the insurers towards rural and social 
sectors to be fulfilled by insurers on an aimual basis.ii The regulations 
require insurers to underwrite business based on the year of 
commencement of their operations. In addition, the LIC and public 
sector general iiisurance companies are required to eiisure that the 
quantum of insurance business in the rural and social sector 
imderwritten by them shall not be less than what has been recorded in 
2001-02 i.e. before the issue of regulations. In this cormection, all the 
sixteen life insurers, including the public sector insurer, LIC have 
fulfilled their obligations towards the rural sector. The number of 
policies underwritten by them in the rural sector as a per cent of the 
total policies underwritten in the year 2006-07 was as per the 
obligations applicable to them. 
In case of social sector, out of the sixteen life insurers, fourteen 
have fulfilled their obligations during 2006-07. The number of lives 
covered by them in the social sector was above the stipulated 
obligations. Only two private sector companies namely Bharti Axa Life 
Insurance Company and Shriram Life Insurance Company Limited did 
" The definition of 'rural area' is in accordance with the one provided by the Census of India. It is 
mandatory for all insurers to comply with the rural and sodal sector obligations which are 
linked to the year of commencement of operations of the respective company. 
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not comply with their social sector obligations. In case of Bharti Axa 
Life Insurance Company Limited, the shortfall has been waived as the 
insurer is in first year of operations (since August, 2006) and the 
shortfall is negligible. While in case of Shriram Life Insurance Company 
Limited shortfall was observed for the second year (since Febuary, 2006) 
in succession, therefore, a penalty of Rs.5 lakh has been imposed on the 
iiisurer. This company has also been advised to cover the shortfall in the 
2007-08. 
In the non-life segment all the eight private sector insurers met 
their rural sector obligations in 2006-07. The gross direct premium 
imderwritten by them in the said sector, as a percentage of total 
premiums underwritten in 2006-07, was above the prescribed 
stipulations. All the four public sector insurers complied with the rural 
sector obligations for 2006-07. With respect to the public sector insurers, 
their obligations are indicated against the quantum of insurance 
business done by them in the accounting year ended 31st March, 2002. 
While in case of fulfilling social sector obligations all the eight 
private sector non-life insurers met their obligations in 2006-07. The 
number of lives covered by them in the social sector was also higher 
than the regulatory stipulations. While, three public sector insurers 
complied with the social sector obligations for 2006-07, but New India 
Assurance Company limited fell short of compliance towards the sector. 
With respect to the public sector insurers, their obligations are indicated 
against the quantum of insurance business done by them in the 
accounting year ended 31st March, 2002. In case of New India, a penalty 
of Rs. 5 lakh has been imposed for non-compliance with its social sector 
obligations and was advised to fulfill the shortfall in 2007-08 and 2008-
09. Taking above into consideration, it can be said that all public and 
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private insurers have tried to fulfill all obligations towards rural areas 
and weaker sections in India. 
4.4.14. MICRO INSURANCE 
The IRDA was all the time conscious that proper 
implementations by the insurers of the social and rural obligations 
would depend on the development of products suited to the 
requirements of the target population and the commitment on the part 
of the intermediary to bring the product and the consumer together. It 
was aware that the newly established insurers will take a long time to 
build up network of intermediaries to reach the target population. In 
the absence of an appropriate product and a willing and dedicated 
intermediary, the observance of obligations could degenerate into 
adherence to the letter of the law and not its spirit. To avoid such a 
situation the IRDA came out with micro insurance regulations defining 
the micro insurance product and giving the insurer access to various 
chaimels for fulfilling the obligations in the spirit in which they were 
mandated. 
The regulations are aimed at facilitating the insurers' efforts to 
bring down the costs of transactions, thereby achieving the objective of 
offering reduced premium rates to the targeted policyholders. Micro 
insurance aims at meeting the insurance needs of the rural and targeted 
section of the population to cover the risks of loss of life, their main 
income earning assets their habitats and to cover them for their health 
needs. 
Now-a-days all insurance companies are being advised by IRDA 
to furnish details of the initiatives taken to promote micro insurance as 
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a viable business opportunity, with particular reference to 
understanding the constraints faced by them. 
It is noteworthy here to mention that 70 per cent of our 
population is living in rural areas. The rural scene itself has changed 
with advances in agriculture and horticulture and development of 
industrial clusters away from the cities. There is a vast imtapped 
potential waiting to be tapped by the insurers. The welfare of the 
weaker sections and providing reasonable cover to them at affordable 
rates will be a challenge. There cannot be a better opporturuty than the 
present for the insurers to adopt the concept of 'micro insurance' and 
take it forward on their march towards achieving greater insurance 
penetration. 
From the above discussion, it can be summarized that the global 
players are attracted to the vast and untapped market. Due to the 
presence of large number of private insurers, Indian insurance industry 
has, in the last 8 years, grown enormously and performed well. Overall 
this industry has shown positive signs in-terms of insurance 
penetration, density, number of players, premiums, number of policies 
and products, investments, fulfillment of social and rural obligations, 
corporate agents, brokers and providing insurance cover to the poor 
and needy. 
4.5. CAPITAL REQUIREMENTS OF INSURANCE COMPANIES 
Insurance is a capital intensive industry and overall costs of 
establishing businesses are high. It is a well known fact that when the 
irisurance premiums within a country grow, there would be increasing 
pressures on reserving, adequacy of capital and reinsurance. For this 
purpose section-6 of the Irisurance Act, 1938 and the regulations framed 
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there under lay down the minimum entry level pre-requisites for 
registration of Indian Insurance companies. Any company proposing to 
carry on life or general iiisurance business shall have a paid up capital 
of Rs. 100 crore. In case of a re-insurer, the requirement has been placed 
at Rs. 200 crore. 
The foreign JV partner, either by itself or through its subsidiary 
companies or its nominees, may participate to the extent of 26 per cent 
of the paid up equity in the insurance company. The guiding principle 
for laying down such stringent requirement has been as much to restrict 
entry to reputed groups with long term commitments and also to 
ensure that adequate capital is injected to fund various requirements 
evolving with operations and to fuel growth of the insurer. 
Fundamentally, while carrying out their operatioiis, insurance 
companies require capital to take care of the effect of the statutory 
reserve; the actual cost of acquiring business and the strains associated 
with the business acquired which could be substantial and losses likely 
to result from the insurance and the investment risks associated with 
the business. In addition, the insurer is required to bear the expenses 
towards IT, costs of training its agent force and advertisement and sales 
promotion expenses. The statutory stipulation of meeting the solvency 
requirements sometimes necessitates injection of capital at regular 
intervals. 
Induction of capital is also influenced by the regulatory 
stipulation to provide for the solvency margin requirements. Further, 
these requirements also grow as the business of the insurers grows. 
Presently, the IRDA has prescribed a solvency margin of 150 per cent of 
the required solvency margin. 
207 
Post Liberalisation Evaluation of Indian Insurance Sector and Inflow ofFDI: A Case Study 
As per the present limits on FDI, the insurers can seek funding of 
equity from foreign partners only up to 26 per cent. As such, any 
increase in equity by the insurers puts an additional strain on the Indian 
promoter to fund 74 per cent of such increase. Such a stringent 
requirement for an industry which is capital intensive in the initial 
years, places an additional strain on the Indian promoters, not only on 
account of their capacity to raise fresh capital but also due to regulatory 
stipulations placed on the promoter company. 
Life insurance industry operations, by its very nature, results in 
the initial strain which the shareholders expect to recover on 
stabilization of their operations. As insurance premiums within a 
country grow, there would be increasing pressures to bring additional 
equity capital for reserving, adequacy of capital and the re-insurance of 
the business underwritten. The fact that the promoters have been able 
to inject additional capital at regular intervals has enabled them to 
absorb the deficit arising in the Policyholders' Accoimt. 
Now, let us examine the capital requirements of non-life insurers, 
health insurance sector and reinsurance segment in the following 
paragraphs. The scenario in the case of the non-life insurers in respect of 
capital requirements is diametrically opposite. Based on the type of 
business underwritten by non-life insurers, and their capacity to bear 
the underlying risks, a significant portion of the business gets re-
insured thereby lowering the requirement for maintenance of solvency 
margins. As such, the non-life insurers, on account of the nature of their 
operations, break even early. 
At the time of opening up of the industry, it was anticipated that 
the insurers would particularly provide impetus to the health sector. It 
was also envisaged that insurance companies would be established to 
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cater to the demand for insurance in the health sector. This has, 
however, not materialized in a sigiuficant way. No insurance company 
has been set up exclusively for the health sector except Star Health 
Insurance Company. Though the premium in the health segment, in the 
case of non-life insurers has increased and health coverage is being 
provided as riders by life insurers, and also as stand alone products by 
one insurer, there is still a lot of ground to be covered. Perhaps, 
lowering the capital requirement in the case of health insurers from the 
present levels of Rs.lOO crore, could provide impetus for developing 
this sector. 
The capital requirements for re-insurers are stringent at Rs. 200 
crore, which has proved a deterrent to the entry of re-insurers into the 
Indian market. Except the GIC, there is no other re-insurer in India. The 
foreign operators are reluctant to establish reinsurance companies in 
India at 26 per cent. For the present, the foreign reinsurance companies 
have established liaison offices in India and they are procuring business 
from the country either directly or through the re-insurance brokers. 
The reinsurance business being placed in the foreign markets is in 
excess of the business retained by the direct insurers as well as the 
national re-irisurer, GIC. 
A review of the regulations for establishing re-insurance 
companies is pertinent for increasing the FDI to 74 -100 per cent. This 
would facilitate higher retention of premium within the county. In 
addition, it would also result in attracting reinsurance business from the 
neighbouring countries, thereby moving India to the position of a 
regional reinsurance hub in Asia in the near future. 
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4.6. INSURANCE SECTOR REFORMS AND FDI IN INSURANCE -
A SYNOPTIC VIEW TO THE PAST 
The researcher finds it relevant, first to examine and to trace out 
legislative background that led to formation of the IRDA and then to 
point out the major recommendations of Malhotra Committee on Indian 
insurance sector. It was in the backdrop of NIP, the GDI set up in 1993 a 
high-powered committee headed by Mr. R. N. Malhotra to examine the 
structure of the insurance industry, to assess its strength and 
weaknesses in terms of the objective of providing high quality services 
to the public and serving as an effective instrument for mobilization of 
financial resources for development, to review the then existing 
structure of regulation and supervision of insurance sector and to 
suggest reforms for strengthening and modernizing regulatory system 
in tune with the changing economic environment.^^ xhe Malhotra 
committee was set up with the objective of complementing the reforms 
irutiated in the financial sector. The reforms were aimed at "creating a 
more efficient and competitive financial system suitable for the 
requirement of the economy keeping in mind the structural changes 
currently underway and recognizing that insurance is an important part 
of the overall financial system where it was necessary to address the 
need for similar reforms ". 
There is no denying that a thriving insurance industry is critical 
for every modem economy. The main engines of growth in any 
economy are: 
• A thriving banking industry providing timely and adequate 
credit; 
12 Law Commission of India (2003); Consultation Paper on revision of the Insurance Act, 1938 
and the IRDA Act, 1999, June. 
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• A buoyant stock market where capital is easily accessed and 
• A dynamic insurance industry that covers risks giving the 
entrepreneur the abiUty to experiment and take risks without 
which there cannot be just rewards. 
The reforms in the banking sector were primarily aimed at giving 
the freedom to the banks to determine the interest rates based on the 
risk profile of the customer. The freeing of the interest rates coupled 
with other structural reforms were expected to build a strong and 
resilient banking system. As a result of the reforms initiated in the 90s, 
the banking system acquired strength, vibrancy and efficiency in terms 
of capital adequacy, profitability, asset quality and the Indian banks are 
now able to effectively compete with their global counterparts. 
As regards stock market, the controller of capital issues was 
replaced by SEBI, an independent regulator and we have been 
witnessing for the last few years increased confidence in the market by 
the domestic as well as international investors. The flow of funds into 
the stock market is the greatest testimony to the coiifidence the 
individuals and corporates repose in the Indian stock market. 
In case of insurance, reforms were made only in 2000 to 
restructure, liberalise and regulate in all its manifestations. Further 
discussion of these aspects of reforms is given in the following 
paragraphs. 
4.6.1. WHY INSURANCE SECTOR REFORMS? 
The insurance sector reforms was the need of the hour as there 
was a strong initiative from the side of the government which focused 
on creating a strong efficient and competitive financial system suitable 
for the requirements of the economy. It was argued that insurance 
industry was nationalized on the groimds that (i) the State would be in 
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a better position to apply the massive resources generated through 
insurance for nation building activities; (ii) the insurance companies 
were urban centric and the vast majority of the population that live in 
the rural areas were denied the benefit of insurance and the State would 
have the means and the motivation to reach out to this section of the 
population and (iii) the governance standards in some of the companies 
were low and that there was a threat of insolvency. The votaries of 
status quo argued that these considerations were still valid and there 
was no need for effecting any changes. 
hi order to have a full glimpse of the insurance reforms process, it 
is pertinent to go into the historical perspective of these reforms. 
Reforms were first initiate in the year 1993. Table - 4.12, shows the 
important developments that took place from the year 1993 to till date. 
It is clear that it was in April, 1993 when Malhotra Committee was 
constituted for recommending measures to restructure and reorient this 
industry. After submitting its report in January, 1994 suggesting 
liberalization of this sector, a bill was passed which finally allowed 
private insurers to participate in the market with 26 per cent equity 
limit. Thereafter, there has been a mixed response. Those who favoured 
change pointed out that there was a wide gap in terms of market 
potential and its exploitation by the nationalized industry, the 
consumer did not benefit in the absence of competition in terms of 
wider choice and competitive pricing and that the reach of the 
nationalized companies was limited, the range of products offered 
restricted and the service to the consumers inadequate. It was felt in 
1990s that the scale of economic activity attained in the mid-eighties and 
the momentum generated through the reforms process in other sectors 
of the economy cannot be sustained by state controlled insurance 
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industry and that insurance penetration and enlargement of the market 
can be accomplished only when a large number of companies compete 
with each other. 
Dat^ear 
April, 1993 
Jan, 1994 
Jan, 1996 
Sep, 1996 
Dec, 1996 
Table - 4.12 
Stages of Stages of Reforms 
Stages of Reforms 
Committee set up under R.N. Malhotra to prepare a report 
on h\surance Sector 
Malhotra Committee submit report to the Finance Minister 
suggesting privatization of insurance services & setting up of 
Insurance Regulatory Authority (IRA) 
An interim Insurance Regulatory Authority (IRA) is set up 
through a resolution. K.C Mittal and N.M Govindharajan 
joined IRA as members 
IRA Bill drafted 
IRA Bill is introduced in the parliament and referred to the 
standing committee. 
May, 1997 The final report of the standing conmiittee is presented 
June, 1997 The Govt, gives greater autonomy to LIC, GIC and their 
subsidiaries with regard to the restructuring of boards and 
flexibility in investment norms aimed at channeling funds to 
the infrastructure sector. 
April, 1998 
Nov, 1998 
Dec, 1998 
April, 1999 
Oct, 1999 
The BJP Govt, comes to power and promises to open the 
insurance sector to the private players. 
The Cabinet decides to allow 40% foreign equity in private 
insurance companies & 14% of NRIs, OCBs & FIs. 
The IRA Bill is presented in the parliament but referred to 
standing committee of fianc6 owing to opposition from the 
Congress and left. 
The Standing committee headed by Murali Deora decides 
that Foreign equity in private insurance should be limited to 26%. 
The IRA Bill is renamed as the IRDA. 
Cabinet clear Bill. 
Contd.. 
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Jan, 2000 
200213 
January (2007)i4 
President gives assent and hence Private Insurers were allowed 
to enter into insurance sector and foreign insurers with 26% 
equity cap. 
1. Insurance (amendment) Act, 2002: 
• Introduction of Brokers as Intermediaries 
• Flexibility in eligibility qualifications of 
Corporate Agents 
• Flexibility in Premium Payment through 
credit Cards, Smart Cards, Over Internet 
• Direct entry of Cooperatives in the 
Insurance sector. 
2. General Insurance Business (Nationalization) 
amendment act, 2002: 
• GIC declared as Indian Re-Insurer 
• Detariffication of the General Insurance Industry, 
• Obligations Towards the Rural and Social 
Obligations, 
• Micro-Insurance. 
Source: "Privatization of Insurance Sector - Issues & Challenges", Insurance Times, Kolkata, 
June 2002. 
Reform of the Indian non-life insurance market has progressed 
substantially since market liberalization began in 2001, While 
detariffication occurred recently in 2007, the market remains heavily 
regulated and its growth is hindered by the 26 per cent cap on foreign 
ownership of insurers. Private insurers are relatively new entrants into 
the Indian market, but they already share over one-third (about 45 per 
cent) of the market and are expected to increase their market share 
further as liberalization continues. The extent of the insurance market 
liberalization process is the subject of ongoing debate. Detariffication is 
likely to be associated with a period of adjustment and predatory 
pricing. Already a sharp decrease in rates has been seen as a result of 
'3 Pratiyogita Darpan- Indian economy (2008); "Reforms in Insurance sector"; P.158. 
" Economic Survey 2007-2008; "Recent Initiatives Taken In the Insurance Sector"; Government of 
India, p. 106. 
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the current detariffication process. While it is difficult to project the 
behaviour of market players and responses of the IRDA, in the medium 
to long term, yet from the past experience it can be predicted that these 
reforms are expected to lead to more d5mamic growth and development 
in the insurance market. 
As one of the studies suggests, India may emerge as the third 
largest financial market after the USA and China by the year 2025. This 
cannot happen unless the insurance sector reforms are not planned and 
implemented properly. The growth of financial service industry is 
possible only when the insurance related services are developed fast. 
The opening up of the sector has brought ui various new ideas and 
concepts into effect like Third Party Administrators, stand alone 
insurance companies etc., which are playing a crucial role in spreading 
awareness of insurance. Finally the entry of private players changed the 
dynamics of the industry and set new parameters for success. 
Now let us examine in the following paragraphs the major 
recommendations of the Malhotra Committee on insurance sector, 
which may be helpful in highlighting the areas of liberalization in this 
particular sector. 
4.6.2. MAJOR RECOMMENDATIONS OF MALHOTRA 
COMMITTEE FOR IMPROVING INSURANCE SECTOR 
The GOI constituted a committee for recorrunending 
improvements in insurance sector under the chairmanship of Dr. R.N 
Malhotra, Ex-governor of RBI, in April 1993. On January 7, 1994 the 
committee submitted its recommendations to the Finance Minister. 
Some of the major important recommendations are as follows: 
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A. Liberalization of Insurance Industry: The Committee has 
recommended following measures for liberalizing iiisurance industry: 
i. Foreign insurance companies should be permitted to operate in 
India on selective basis and they should be granted permission 
only if they perform business by establishing a joint enterprise 
with Indian promoters. 
ii. The private sector should also be permitted in insurance sector, 
but the same company should not be permitted to perform both 
life and general insurance business. 
iii. The minimum paid-up capital should be Rs. 100 crore including 
a minimum subscription of 26 per cent and maximum of 40 per 
cent from promoters, 
iv. No other equity holder, excluding the promoters of private 
insurance companies, should be granted equity share exceeding 
of 1 per cent of total equity, 
V. Co-operative societies at state level should be permitted to 
perform business with the minimum paid-up capital of Rs. 100 
crore. 
B. Restructuring of Insurance Industry: The committee also put 
following recommendations for restructuring Indian insurance 
industry: 
VI. 
vii. 
AH the four associate companies of GIC should be granted 
permission to perform their business independently and GIC 
should work only as re-insurance company. 
The existing share capital of GIC should be increased from Rs 
107.5 crore to Rs. 200 crore, which should include 50 per cent 
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share of the government and the rest shares should be opened 
for general public (though a certain percentage of the shares 
should be reserved for employees of the corporation). 
viii. The existing paid-up capital for all associate companies of GIC 
(which is at present Rs. 40 crore for every company and fully 
financed by GIC) should be increased up-to Rs. 100 crore. The 
capital of all these companies should include the government 
share of 50 per cent and the remaining share should be opened 
for the general public. 
ix. The committee also recommended to increase the paid-up 
capital of LIC from existing level of Rs. 5 crore to Rs. 200 crore 
(again 50 per cent for the government and the rest for the 
public). 
C. Regulation of Insurance Business: The committee has put the 
following recommendations for regulating the Indian insurance 
business smoothly-
X. All old and new insurance companies should be regulated 
under similar rules. 
xi. IRA should be established in insurance sector on the lines of 
SEBI and IRA should be granted complete functional 
autonomy. 
xii. IRA should have a permanent source for financing its 
activities and for this IRA should be permitted to charge a levy 
of 0.5 per cent on annual incomes of insurance companies. 
xiii. COI should be given all the responsibilities under the 
Insurance act. 
217 
Post Liberalisation Evaluation of Indian Insurance Sector and Inflow cfFDI: A Case Study 
D. Rural Insurance: This area covered following two major 
recommendati ons: 
xiv. New insurance companies entering into Indian insurance 
industry should perform a minimum pre-determined 
insurance in rural sector and they should attain this limit 
compulsorily. 
XV. Postal Life Insurance should be used to p romote life 
insurance business in rural areas. 
E. Insurance Surveyors: This committee recommended following: 
xvi. License system for insurance surveyors should be 
abolished and insurance companies should be granted 
permission to recruit the surveyors of their own. 
xvii. At present, any claim of Rs. 20000 or above comes under 
the enquiry of the surveyors. The committee has 
recommended to extend this minimum limit to Rs. 1 lakh. 
xviii. Insurance companies should be permitted to settle the 
claim upto Rs. 1 lakh on primary survey basis. 
On the recommendations of the Malhotra Committee, the GOI 
constituted an interim IRA and later enacted the IRDA Act, 1999 to 
establish a statutory body to regulate promote and ensure orderly 
growth of insurance and reinsurance business as also to protect the 
interest of policy holders. The constitution of the IRDA is being 
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considered as one of the most redeeming features of insurance reforms 
in India.^5 
The major advantages from the Insurance Sector reforms would 
be: 
> The quality of the services would improve to a larger extent as 
the insurance agents, brokers, corporate agents, advisors and 
third party administrators would provide an excellent service; 
> Very importantly the need of the consumers would be taken into 
account before the products are actually sold; 
> The key information about the products would be given to the 
clients; 
> Disclosure of material information will be made to the insuring 
public while soliciting insurance business;!^ 
> Better products would be available for the customers at 
competitive price; 
> For settlement of claims proper assistance is being provided. 
After getting a detailed insight into the insurance sector reforms 
from the foregoing discussion, it came to light that these reforms 
created a more efficient and competitive financial system suitable for 
the requirement of the economy, keeping in mind the structural changes 
going on in the economy. Now, it is feasible to analyze the growth 
pattern and impact of FDI in insurance sector. In the following 
paragraphs first of all different trends and patterns of FDI in this sector 
15 Law Commission of India (2003); Opcit. 
'«Khan, M A (2001); "Theon/ and Practice of Insurance', Educational Book House, Aligarh, p.l. 
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are analyzed and then its general impact on this sector is discussed in 
detail. 
4.7. TREND AND PATTERN OF FDI IN THE INDIAN INSURANCE 
SECTOR 
In the era of liberalization, privatization and globalization; FDI is 
now widely perceived as an important resource for expediting the 
industrial development of developing countries in view of the fact that 
it flows as a bundle of capital, technology, skills and some times even 
market access. India's case is a typical in this context. After following a 
somewhat restrictive policy towards FDI, India liberalized her FDI 
policy regime considerably since 1991. This liberalization has been 
accompanied by increasing inflows. The liberalization has also been 
accompanied by changes in the sectoral composition, sources and entry 
modes of FDI. '^' Insurance as a concept has been in our society since 
ages, but insurance as a formal sector came up quite late and opened up 
in August 2000. With the change after reforms, global insurers have 
rushed into the country to capture the market. The reform has two 
objectives. One, to capture a vast untapped population under suitable 
insurance cover. The second to create a more efficient and competitive 
insurance industry and elevate the performance of insurance companies 
in India. 
Though insurance sector is budding, it holds lots of potential. Its 
importance in terms of opportunities is now being recognized globally, 
with many countries being excited to invest in this sector in India. Both 
Indian and foreign players find their place in this sector, though still 
" Kumar, Nagesh (2003); "liberalization, FDI Flows and Economic Development: The Indian 
Experience in the 1990s"; RIS Discussion Paper-65, Indian Habitat Centre, Delhi. 
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domestic investors have an upper hand, as foreign investors face the 26 
per cent investment cap. Recent years has witnessed a lot of proposals 
being advanced for increasing this investment cap to 49 per cent for the 
foreign investors. The government also has agreed on various occasions 
about this change in the investment climate, though still the investment 
limit stands on 26 per cent. Proponents of this increase in investment 
cap argue that increasing the investment cap would encourage FDI in 
insurance sector and consequently the benefits of FDI will follow. 
The improvement in FDI flows reflected the impact of recent 
initiatives aimed at creating an enabling environment for FDI and for 
encouraging infusion of new technologies and management practices. 
The decision to hike sectoral caps on FDI in telecom from 49 per cent to 
74 per cent and in air transport services from 40 per cent to 49 per cent 
buoyed investors' interest in these sectors. The Government's proposal 
to increase the FDI cap in the insurance sector from the present 26 per 
cent to 49 per cent has raised expectations among the international 
insurance companies because India has a favourable market which is 
growing fast. 
The results of the liberalization are there for everyone to see as 
the Indian insurance markets both life and non-life, have grown 
impressively. IRDA is working on a regulatory framework that helps 
level the playing field for all types of insurance companies, irrespective 
of their ownership. Since 1999, IRDA has licensed 29 new insurance 
companies, an overwhelming number of which have global insurance 
companies as their partners. 
Table - 4.13 shows the equity share of all the insurers (life and 
non-life) during 2005-05 and 2006-07. It also shows the share of foreign 
as well as Indian promoter's share separately in the total equity capital 
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of private insurance companies in 2006-07. It is discernible from the 
table that in aggregate the equity share capital of all private insurers 
(life and non-life) has increased in 2006-07 while it has remained 
constant for all insurers. As Reliance and Sahara Life Insurance 
Company are wholly Indian owned companies, they have no foreign 
capital while in case of other companies, the share of foreign promoter's 
ranges from 15 per cent to 26 per cent. The share of private life insurers 
in the total equity capital of all private insurers has increased by 27.49 
per cent in 2006-07 over 2005-06. While in private non-life insurers, 
although equity capital share has increased but has been comparatively 
low. During 2006-07 this share has increase by 8.09 per cent over 2005-
06. Summarizing the results, it can be said that due to the growing 
demand of the market all the private insurer have infused extra money 
in the form of equity capital to expand the operations in India and it is 
also expected that this trend will continue in future too. 
Table - 4.13 
Equity Share Capital of Insurance Companies in India 
S.NO 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
NAME OF THE 
INSURER 
LIFE INSURERS 
PRTVATE PLAYERS: 
HDFC STANDARD 
laa-PRUDENTAIL 
MAX NEW YORK 
KOTAKMAHINDRA 
BIRLA SUN LIFE 
TATA-AIG 
SBIUFE 
INGVYSA 
METLIFE 
BAJAJ ALUANZ 
REUANCE 
UFE(FORMELY AMP 
SANAMR) 
AVIVA 
SAHARA UFE 
SHRKAMUFE 
BHARTI AXA# 
FUTURE GENERALI 
INDIA UFE*' 
APPOIX) DKV»* 
2005-06 
620.00 
1185.00 
557.43 
244.58 
460.00 
447.00 
425.00 
490.00 
235.00 
150.23 
331.00 
458.70 
157.00 
125.00 
1.10 
" 
2006-07 
801.26 
131Z30 
732.43 
330.35 
671.50 
547.00 
500.00 
690.00 
530.00 
150.37 
664.00 
758.20 
157.00 
125.00 
150.00 
-
1 
FOREIGN 
PROMOTER 
126.78 
34057 
190.43 
85.89 
174.59 
142.22 
130.00 
179.40 
137.80 
39.10 
197.13 
-
3250 
33.33 
-
-
INDIAN 
PROMOTER 
674.48 
971.73 
542.00 
244.46 
4%.91 
404.78 
370.00 
510.60 
392.20 
111.27 
664.00 
561.07 
157.00 
9Z50 
116.67 
-
-
FDI 
(%) 
15.82 
25.95 
26.00 
26.00 
26.00 
26.00 
26.00 
26.00 
26.00 
26.00 
26.00 
-
26.00 
22.22 
-
-
Contd. 
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18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
SUB TOTAL 
(PRIVATE SECTOR) 
PUBLIC PLAYERS: 
uc 
TOTAL (LIFE) 
NON-LIFE 
INSURERS 
PRIVATE PLAYERS: 
ROYAL SUNDARAM 
RELIANCE 
BAJAJ ALUANZ 
IFFCO-TOKIO 
TATA-AIG 
ICia-LOMBARD 
HDFC 
CHOLAMANDALAM 
MS 
STARHEALTH 
FUTURE 
GENERAU" 
SUB TOTAL 
(PRIVATE SECTOR 
PUBUC PLAYERS 
UNITED INDIA 
NEW INDIA 
ORIENTAL 
INSURANCE 
NATIONAL 
INSURANCE 
ECGC 
AGRICULTURE 
INSURANCE CO. 
RE-INSURER: 
GIC 
SUB TOTAL 
(PUBLIC SECTOR) 
TOTAL (NON-LIFE) 
GRAND TOTAL 
5887.05 
5.00 
5892.05 
140.00 
10100 
110.05 
220.00 
195.00 
245.00 
125.00 
141.% 
105.00 
-
1384.01 
100.00 
200.00 
100.00 
100.00 
700.00 
200.00 
430.00 
1830.00 
3214.01 
9106.06 
L 
8119.41 
5.00 
8124.41 
140.00 
103.07 
110.13 
220.00 
225.00 
335.71 
125.00 
141.96 
105.00 
-
1505.87 
150.00 
200.00 
100.00 
100.00 
800.00 
200,00 
430.00 
1980.00 
3485.87 
11610.28 
1809.75 
-
1809.75 
36.40 
-
28.63 
57.20 
58.50 
87.10 
3250 
36.91 
27.28 
-
364.52 
-
-
-
-
-
-
-
364J22 
2174.27 
6309.66 
5.00 
6314.66 
103.60 
103.07 
81.50 
162.80 
166.50 
248.61 
92.50 
105.05 
77.72 
-
114136 
150.00 
200.00 
100.00 
100.00 
800.00 
200.00 
430.00 
1980.00 
312135 
22.29 
-
22.29 
26.00 
-
26.00 
26.00 
26.00 
25.95 
26.00 
26.00 
25.98 
-
-
-
-
-
-
-
-
Note: # Granted Registration in 2006-07. 
'•Granted Registration in 2007-08. 
4.7.1. Yearwise FDI Inflows in Insurance Sector 
Table - 4.14 shows the year-wise inflows of FDI in insurance 
sector in India since January, 2000 to March, 2008. It is clear that 
immediately after insurance reforms in 2000; the share of FDI has been 
merely 0.84 per cent amounting to Rs. 277.29 million which further 
increased to 12.42 per cent amounting to Rs. 4083.54 million in 2001. But 
after this period, it continuously decreased from Rs. 1794.81 million in 
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2002 to Rs. 1601.12 million in 2003. Thereafter, this figure has steadily 
increased till March, 2008. It is interesting to note that in the year 2007, 
the FDI has shown a sudden increase of about 20 per cent over 2006 i,e 
from Rs. 3383.93 million in 2006 to Rs. 11270.54 million in 2007. This 
sudden increase may be attributed to the entry of private insurers 
namely Apollo and Star health Insurance companies in Indian 
insurance market. Besides this, FDI has shown an impressive growth of 
97.53 per cent in 2007 over 2000. Summarizing the results of the table, it 
can be deduced that overall there has been an uneven flow of FDI in 
this sector and has shown an increasing trend in aggregate during the 
period under reference. 
Table - 4.14 
Year-Wise FDI in Insurance Sector 
(Amount in Million) 
YEAR 
2000 
2001 
2002 
2003 
2004 
2005 
2006 
2007 
2008 (up to 
March) 
GRAND 
TOTAL 
InRs. 
277.29 
(0.84) 
4083.54 
(12.42) 
1794.81 
(5.46) 
1601.12 
(4.88) 
1665.19 
(5.07) 
3094.16 
(9.42) 
3383.93 
(10.30) 
11270.54 
(34.30) 
5689.52 
(17.31) 
32860.10 
FDI 
InUS$ 
6.45 
(0.83) 
90.75 
(11.78) 
3739 
(4.85) 
34.81 
(4.52) 
36.20 
(4.71) 
69.79 
(9.06) 
74.55 
(9.68) 
276.78 
(35.95) 
143.27 
(18.61) 
769.98 
GROWTH* 
InRs. 
(%) 
-
93.20 
-12751 
-12.09 
3.84 
46.18 
8.56 
69.97 
Source: FDI Data Cell, DIPP, Commerce Ministry, New Delhi. 
Note: Figures in parenthesis show the per cent of the total. 
*Shows the growth of the current year over the previous year immediately preceding the 
current year. 
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4.7.2. Country-Wise FDI in Insurance Sector 
Taking the source-wise view of FDI inflows; UK, Germany, USA, 
Mauritius, Canada, Nettierlands, Japan are the major countries 
investing in insurance sector of India. Table - 4.15 indicates the coimtry-
wise FDI inflows in insurance from the various countries during 
January, 2000 to March, 2008 and figure - 4.7 is the pictorial 
representation of the top ten countries investing in this sector.is 
Table - 4.15 
Country-Wise FDI Inflows in insurance 
(January, 2000 to March, 2008) 
(Amount in Million) 
S.No 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
Country 
Australia 
Belgium 
Bermuda 
Canada 
Cyprus 
France 
Germany 
Hong Kong 
Israel 
Japan 
Kuwait 
Luxembourg 
Mauritius 
Netherlands 
Nevis 
Singapore 
South Africa 
Switzerland 
U.A.E 
U.K 
U.S.A 
Unindicated 
Country 
GRAND TOTAL 
Amount of FDI Inflows 
InRs 
564.46 
0.10 
795.60 
2704.00 
1.30 
1132.57 
5276.65 
265.68 
5.38 
1878.35 
1.60 
9.80 
3271.18 
2159.62 
839.62 
260.00 
825.00 
6.36 
276.11 
7236.94 
3336.88 
2012.91 
32860.10 
InUS$ 
12.13 
0.00 
17.90 
62.36 
0.03 
27.82 
127.15 
6.05 
0.12 
45.24 
0.03 
0.21 
77.12 
48.81 
19.13 
6.45 
18.11 
0.15 
6.00 
165.92 
78.13 
51.12 
769.98 
Per cent 
Share 
(Rs) 
1.71 
0.0003 
2.42 
9 
0.003 
4 
18 
0.80 
0.01 
7 
0.004 
0.02 
11 
8 
3 
0.79 
3 
0.01 
0.84 
25 -
12 
6.12 
Source: FDI Data Cell, DIPP, Ministry Of Coirunerce, New Delhi. 
List of Top Ten Countries Investing in Indian Insurance Sector is given under Annexure - VII. 
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During these seven years, the total amount of FDI attracted by 
insurance sector is Rs. 32680.10 milhon. It further shows that the UK has 
topped the list of countries investing Rs. 7236.94 million (22.02 %) 
followed by Germany with Rs. 5276.65 million (16.05%), USA with Rs. 
3336.88 million (10.15%), Mauritius with Rs. 3271.68 million (9.95%), 
Canada with Rs. 2704 million (8.22%) and Netherlands with Rs. 2159.62 
million (6.57%). Summarizing the results of the table, it can be deduced 
that although FDI has been made by about twenty one countries since 
reforms in insurance sector yet other countries are eyeing to enter the 
market only after increasing the FDI cap to 49 per cent from the 26 per 
cent limit. 
Top Ten Countries 
Figure - 4.7 , 
Investing in Indian Insurance Sector (Rs 
millions) 
(2000-2008) 
South Africa 
825 ^ 
3 % 
Nevis 
839.62- , 
3% 
France 
1132.6- , 
4% 1 
Japan 
1878.4 
7% . 
j Netherlands / ^ ^ H 
2159.62 / ^ 
8% / 
Canada ^ ^ ^ ^ ^ | 
2704 ^ ^ ^ H 
Mauritius 
3271.18 
11% 
^ - ^ UK 
^ ^ ^ ^ ^ 1 ^ ^ ^ 25% 
^ ^ ^ ^ ^ ^ K 7 -'^ 4KCK 
/ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ ^ r Germany 
^ ^ ^ ^ 18% 
USA 
3336.88 
12% 
Source : Same as table - 4.15 
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4.8. CURRENT FDI CAP DEBATE IN INSURANCE SECTOR 
As per the general rule, currently FDI up to 26 per cent in the 
insurance sector is allowed on the automatic route subject to obtairung 
license from IRDA for undertaking insurance activities.^' This linut is 
comparatively much lower to the other sectors, as sectors like power, 
drugs and pharmaceuticals, roads and highways, pollution control and 
management, call centers and BPO; where under circumstances FDI up 
to 100 per cent is allowed,2o whereas there are various other sectors 
where FDI up to 49 per cent is allowed.^i There have been demands 
from all comers to increase this FDI limit in insurance sector, at least up 
to 49 per cent.22 Private companies also have been continuously 
demanding for removal of FDI restriction.23 As a matter of 
consideration of these demands, the previous NDA government 
appointed NK Singh Committee.24 The coiiunittee in its 
recommendation observed that FDI limit should be enhanced to 49 per 
cent. Infact, the NDA government had accepted this recommendation 
and the same was promised to be effected in the Election Manifesto of 
BJP if voted to power. 
Similarly, the CII and other interested sections pleaded strongly 
in favour of increasing the foreign equity limit.25 In a press release in 
" M . S. S r i n i v a s a n (2000); "Review of Existing Sectoral Policy and Sectoral equity Cap for FDI and 
Investment by NRIs/OCBs"; Press Note No. 10 (2000 Series), DIPP, Ministry of commerce & 
Industry, October 19, N e w Delhi. 
20 Foreign Direct Investment Policy-2006; DIPP, Ministry of Commerce and Industry, April, 
N e w Delhi. 
21 Arvind virmani (2004); "Foreign Direct Investment Reform"; Occasional Policy Paper, ICRIER, 
April , N e w Delhi. 
22 Insurance Sector Grew 83 Per Cent after Liberalization (2007); Bus ines s S t a n d a r d , S a t u r d a y , 
April 9. 
23 Arvind virmani (2004); Opcit. 
'^i Sarbajeet K. Sen (2004); "Insurance FDI Cap at 49% Likely" [available at 
h t tp : / /www.thehindubusiness l ine .com/2004/01/12/s tor ies /2004011201770100.h tm] 
25 "AJJEA Opposes Hike in FDI Cap at 49% (2004)"; People 's Democracy, Vol. XXVIII, No. 30, 
July. 
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bill for this purpose before the Group of Ministers (GoM).29 However, 
the proposed measure has not been effected till date. 
4.9. FACTORS EFFECTING FLOW OF FDI IN INDIAN INSURANCE 
SECTOR 
A burgeoning middle class, high per capita savings, low 
insurance penetration, low insurance density are the major factors 
responsible for the tremendous interest foreign insurance companies 
are showing in the Indian insurance industry. Furthermore, private 
iiisurance companies are well aware that only 25 per cent of the 
insurable population has been covered, which means that market 
penetration and potential to exploit this market is high. Insurance 
analysts are excited about the prospects of the Indian insurance market. 
However, there are risks that may adversely affect the levels of growth 
in the Indian insurance market and hence may influence the FDI iriflow 
in this sector. For example; 
4.9.1. Market Size and High Growth: Penetration of insurance critically 
depends on the availability of insurance products and services. An 
insurance survey by LIC and KPMG reveals interesting facets of the 
emerging trends in the Indian insurance industry. The aimual growth in 
the average irisurance premium in India has been 8.2 per cent compared 
with the global average of 3-4 per cent.3o India has the highest number 
of life insurance policies in the entire world. Insurance happens to be a 
mega opportunity in India because of its large size and high growth 
potentials. It is a business growing at the rate of 15-20 per cent annually 
and presently is of the order of Rs. 450 billion. 
29 Times of India (2008); "Govt Keen to Hike Insurance FDI Cap to 49% "; Saturday, Delhi Edition, 
June, 21. 
3" All Khan, Akbar & Kumar Praveen (2003); "Insurance Sector Reforms in India: Achievements 
and Challenges"; Sedme, Vol.30, pp.59-70. 
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A recent market research report entitled 'Indian Insurance 
Industry Forecast (2007-2009)' published by a market research and 
analysis firm; RNCOS says - "India is the 5th largest economy in the 
world and it is likely that the number of consumers, mostly from 
middle class background, shall reach around $600 million within the 
next five years." The potential for growth of the Indian Insurance 
Industry can be gauged by the fact that the Indian Insurance n\arket 
registered the highest growth in the Asian region, even though India's 
share of global insurance premium is above 0.80 per cent compared 
with the US - 28.75 per cent, Japan - 22.80 per cent, UK - 9.26 per cent, 
France - 4.59 per cent, Germany - 4.59 per cent. South Korea - 2.51, 
China -1.94 per cent and Taiwan with 1.42 per cent.^ ^ 
4.9.2. Age: Recently one of the survey has highlighted the statistic that 
India is fast emerging as one amongst the youngest nations in the 
world. By the year 2010, we will find almost 54 per cent of our 
population in the 18-35 years bracket. This segment is the ideal target 
audience for an entire range of 'cradle to grave' insurance plans from 
pure protection to endowment, children's endowment and money back 
plans, to whole life and pension plans. The evolving change in this key 
demographic variable along with the significant increase in the middle 
class segment of the Indian society will augur very well for the future 
and would throw up enormous business opportunities for the foreign 
as well as private life players. 
4.9.3. Per Capita Income and High Savings: In the context of the Indian 
market, the low penetration rates indicate the potential for robust 
growth in this sector. It has been observed in the developed markets 
31 Swiss Re, Sigma, 2003,2004. 
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2005, Ambassador Mulford observed the following: "The heavy hand of 
government still dominates the market, with price controls and limits on 
ownership and other restraints. We have seen what happens in India when the 
market is truly opened up. We saw it in the IT sector, we saw it in the telecom 
sector, and we are seeing it in the aviation sector. Why can't insurance be 
next?" 
Broadly speaking, following are factors on which proponents of 
increased FDI base their claim upon: 
> India's insurance market still remains imdersized, whereas 
countries like South Africa and South Korea though with low 
population do twice the business than India; 
> Insurance being a capital-intensive industry, increase in FDI limit 
would facilitate capital flowing at the hands of foreign investors; 
> In anticipation of FDI increase, foreign investors have already 
entered India and still FDI limit being dangling at 26 per cent, the 
investors are felling cheated. India through its Finance Minster 
has time and again promised to increase this FDI in insurance 
sector, but pressures/oppositions from Left parties have deterred 
any action over those promises. Where benefits of FDI are raised 
by the foreign investors. Left has its own set of arguments 
suggesting why FDI limit should not be increased. 
In brief, this has lead to a major 'cap debate' (investment cap) 
between UPA government, private companies and foreign investors on 
one side and Left and AIIEA on the other side. The insurance 
employees have always opposed the Union Government's proposal to 
lift the cap on foreign equity stake from the current level of 26 per cent 
and have also threatened to intensify their agitation agaii\st the move in 
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the past. The trade unions were concerned that raising the cap would 
result in the "private sector players adopting unethical practices for 
increasing business".26 
hi the year 2006, there were proposals to raise the cap on FDI to 
49 per cent for the private sector insurance players in the country and 
there were expectations that this measure would be announced in the 
Union Budget for 2006-07 by the Union Finance Minister as part of a 
comprehensive package for taking forward the reforms in the domestic 
insurance industry - both life and non-life. Apparently, at this stage, the 
IRDA was not opposed to an increase in the FDI ceiUng to allow the 
domestic players to recapitalise.27 The feeling was that insurers would 
be required to recapitalise to comply with solvency requirements of 150 
per cent prescribed by IRDA. Already the foreign partners had been 
bringing in capital through indirect means to comply with IRDA 
guidelines. The favoured method was that of warehousing of the 
foreign equity with the domestic JV partners. However, this was 
becoming difficult as the method used involved extending ECBs to the 
domestic JV partners. Besides, some of the domestic JV partners were 
wary of having more debt on their respective balance sheets. At this 
point, almost all the domestic life and non-life insurers now required 
additional capital for sustaining their respective growth.^s In the 
circumstances, increasing the FDI cap from 26 per cent to 49 per cent 
seemed to be the appropriate measure to be taken. Now, the 
government is keen to keen to increase the cap and has put up the draft 
26 Insurance Unions Oppose FDI Hike Move (2005); [Available at 
http://www.blonnet.com/2005/02/17/stories/2005021701540600.htm] 
27 The IRDA a n d the ex-Finance Minister (in 2004-05 Budget Speech) bo th have indicated their 
s u p p o r t for an increase of the FDI cap in insurance from 26 p e r cent to 49 pe r cent. 
28 C. S h i v k u m a r (2006); "FDI in Insurance May be Hiked to 49 Per cent"; [Available a t 
http://www.blonnet.com/2006/02/07/stories/2006020702330600.htm] 
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that as income levels rise, general insurance volumes increase at a 
higher than proportional rate till the market reaches saturation. Initially, 
the need for protecting one's health builds up leading to an increase in 
demand for life and health insurance. With further increase in incomes, 
the individual builds assets and the need to protect them drives 
demand for asset policies. With increasing awareness comes recognition 
of one's rights leading to the demand for liability insurance like 
professional indemnity covers for doctors, lawyers, etc. India is still at a 
stage where changing societal structures are encouraging people to take 
life and health insurance indicating the early stage of evolution of the 
category. On the demand side, the rise in incomes will trigger the 
growth of physical and financial assets. With the growth of 
infrastructure projects, the demand for insurance to cover the projects 
and the risks during operations will increase. 
4.9.4. Urbanization: In the last 10-15 years, there has been upward 
mobility of population leading to higher asset ownership and more 
urbanization. With the further increase in income, this has necessitated 
the insurance cover in the form of asset policies. 
4.9.5. Degree of Openness of the Insurance Industry: As we have 
observed from the previous discussion that till now only 26 per cent of 
the equity capital is thrown open for private insurers including foreign 
insurers. The major stake i,e 74 per cent is still kept reserved for Indian 
promoters. Therefore, as far as degree of opermess in insurance is 
concerned, it is very low when compared with other developing 
countries like China, Srilarika, Malaysia etc. The Indian insurance 
market has got enough potential in-terms of its size and share but at 
present due to minor stake of foreign company in the ownership, many 
foreign insurers are not ready to enter. It is now expected that as soon 
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as this industry is further liberalized, a number of foreign insurers will 
make a quick entry into India. 
4.9.6. Number of Insurance Companies: In the last seven years, the 
Indian Insurance Industry has undergone a significant change. At 
present there are 17 life insurers, 17 non-life insurers and one re-insurer 
operating in the country. Out of these 16 are in private life insurance 
segment and 11 in non-life segment. Some more applications from 
prospective insurers are in line for approval from the authority and it is 
expected that number of players will go up further. 
In the first year of insurance market liberalization (April 2-
December 31, 2001) as much as 16 private sector companies including 
JVs with leading foreign insurance companies have entered the Indian 
insurance sector. Of this, 10 were under the life insurance category and 
six under general insurance. Since then, till June, 2002 two more joined 
the life insurance sector. Thus, in all there are 35 players (17 life insurers 
and 18 Non-life insurers) in the Indian insurance industry till date. 
4.9.7. Demographic Change and Labour Cost of the Insurance 
Industry: Economic growth depends on, amongst other factors, having 
large pools of high-quality labour supply. India has a young population 
of approximately 1.1 billion, the second-largest in the world after China, 
increasing at roughly 1.5 per cent per year.13 Latest figures from the UN 
Population Division reveal that India's working population is projected 
to grow significantly over the next 15 years. This signifies that there will 
be a significant growth in labour supply over the next 15 years. 
Research by the Boston Consulting Group reveals that India is set to 
have the largest surplus working population (15 to 59 years of age) by 
2020 when compared to all other major economies. This may lead to 
greater unemployment and lower wages. Therefore; labour cost of 
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Insurance will decrease which may give impetus to a large scale FDI in 
this sector. 
Due to the demographic change in the country, the younger 
generation which is exposed to the western world demands products 
and services which are at par with what is available in these advanced 
and industrialized countries. Keeping this in mind, the Indian 
companies have to overcome this challenge with the collaboration of 
foreign players in the form of FDI. 
4.9.8. Human Capital:52 Generally, economic growth does not merely 
depend on the quantity of labour available but increasingly on the 
quality of labour input. In this light, India still has a long way to go 
when it is compared with its regional countries. Even though India has 
comparatively low levels of overall adult literacy of around 61%-p the 
country produces a large number of skilled workers in various fields. It 
possesses a large pool of insurance professionals, actuarists, scientists, 
trained IT specialists, technicians and engineers, many of whom speak 
English fluently. There are roughly 380 universities and 1,500 research 
institutions in the country, from which 200,000 engineers, 300,000 non-
engineering technician and 9,000 Ph.D students graduate annually.^4 
This large pool of human capital make foreign investors attracted to 
invest in the Indian insurance market. Therefore; more the human 
capital; more is the possibility of FDI inflows in this sector. 
4.9.9. Rural and Social Sector Obligations: The rural segment is still 
untapped and can be exploited by the insurance companies. There is 
2^ Human Capital refers to a broad range of knowledge, skills and capabilities that people need for life 
and luork. It also refers to the education and health levels of people as they affect economic 
productivity in a country. Age range is generally counted from 12 - 24 years. 
33 W o r l d B a n k (2005); "Education Profile - India". 
34 Chaudhry, H.; "Trade in Higlier Education "; City University of Hong Kong. 
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Strong potential for expansion of insurance into rural areas, growth has 
so far remained slow. Considering that the bulk of the Indian 
population still resides in rural areas, it is imperative that the insurance 
industry's development should not miss this vast sector of the 
population. Therefore, development of rural insurance will be critical in 
driving overall insurance market development over the longer term. 
Indian economy, predominantly an agrarian economy, offers 
enormous growth opportunities for the insurance sector. As per experts, 
rural sector can become a prominent contributor in the overall growth 
of the insurance industry in India, provided the needs and occupational 
structure of people living in villages is understood. For instance, 
various crops that are comparatively expensive need to be covered 
under crop insurance schemes. 
4.9.10. Development Level of the Insurance Industry: It has been 
estimated that insurance sector grows more than 3 times the growth of 
economy in India. So, business or domestic firms will attempt to invest 
in insurance sector. Moreover, growth of insurance business in India is 
13 times the growth insurance in developed countries. So it is natural, 
that foreign companies would be fostering a very strong desire to invest 
something in Indian insurance business. 
4.9.11. Capital Market Efficiency: Insurers are one of the most 
important players in any financial market as they collect and invest 
large amounts of premiums. Therefore, efficient capital markets 
encourage foreign as well as private insurers to invest in India. Thus, 
more efficient the capital markets, more is the possibility that foreign 
insurers will be attracted towards it. Hence, there is positive relation 
between capital market efficiency and foreign direct inflows. 
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4.9.12. Political Stability: Many of the studies on FDI have shown that 
Political stability is considered as one of the important factor which 
international investors take into consideration before making any 
investment in any foreign country. As FDI by nature is a long term 
investment, therefore, this factor greatly influences the new and existing 
international investors. If there is political instability then this increases 
investor's fear to invest in India. Hence, more the stability in political 
system, more is the possibility of FDI in any host country. 
4.9.13. Increase in International Trade: The other growth trigger is the 
increase in international trade. However, servicing of the large domestic 
market in India is a real challenge. Some of these challenges pertain to 
the demand conditions, competitions, delivery and distribution system, 
use of technology and regulation. The opening up of the sector has also 
resulted in the players catering to the market demands of choice and 
competition. Such forces which unleashed are surging demand for 
products and innovation had to be built on the gains of nationalization, 
viz., market spread, and the natural reach of the business across the 
length and breadth of the country and its consolidation. 
4.9.14. Others: India has the largest number of insurance policies in 
operation in the world. Yet, nearly 80 per cent of Indian population is 
with out life insurance cover, health insurance and non-life insurance 
continue to be below international standards. And this part of the 
population is also subject to weak social security and pension system 
with hardly and old age income security. This itself is an indicator that 
growth potential for the insurance sector is immense. 
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4.10. IMPLICATIONS OF FDI IN INDIAN INSURANCE SECTOR 
AND REASONS FOR RAISING FDI TO 49 PER CENT 
Due to the FDI in insurance sector, private as well as public 
insurance companies are fighting throat-full competition to gain market 
share in the emerging Indian market. This trend has made this sector a 
modern and vibrant one which has greatly benefited the large section of 
the people in the organized and unorganized sector. 
It is said in general that raising FDI in the insurance sector will be 
good for consumers, the entire Indian insurance industry, and India's 
economy. Apart from easing the imbalance in partners' equity capital 
holdings, the change would not give a 49 per cent partner any 
shareholder benefits that were not already available to a 26 per cent 
partner. Studies suggest that the incremental FDI from existing 
investors will be above US$ 500 million, with several new players 
bringing in additional FDI, if the cap is raised. Foreign insurers and 
intermediaries are committed to long-term engagement in the Indian 
economy and to playing an essential role in financing India's economic 
development. In non-life segment direct investment by foreign entities 
is expected to drive growth in insurance premium through quality of 
product, higher-quality of customer service and increased customer 
awareness of the economic benefits of purchasing sound insurance 
cover. 
An increase in FDI by international JV partners will contribute to 
the promotion of risk-based pricing and loss prevention in India's 
general insurance market and ultimately help develop a healthy and 
sustainable insurance market. Moreover, a de-tariffed market requires 
enhanced data quality and a higher level of human resources to support 
imderwriting and technically correct pricing. To build such an 
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infrastructure, insurers, including JVs, will need a stronger capital base, 
increasing the rationale for an increase in the FDI cap. 
Recently in 2007, Planning Commission constituted a Committee 
on Service Sector, Chaired by Planning Commission member, Anwarul 
Hoda, that suggested that 'the insurance sector in India is in a high-
growth phase with substantial investment requirements, permitting 
foreign investors to own a larger share may be considered'.^^ The effect 
of this change will make two big changes. Firstly, it will increase the 
focus of the existing private insurers operating within the Indian 
market. As already discussed in the previous paragraphs that the 
private insurers are increasingly diverging on strategy as they are 
influenced by their foreign ownership will lead to differentiated 
strategy like more niche players and a wider product range. Secondly, it 
is expected to increase the supply and the capacity in the market as new 
investors will decide to enter the market. Indeed, a number of insurers 
have committed that as soon as foreign companies are allowed more 
than 26 per cent ownership, they would move as quickly as possible to 
participate in the Indian insurance market. 
Impact of FDI on Indian insurance sector has to be seen in the 
form of creating various opportunities and challenges in this sector. The 
insurance industry is experiencing traditional financial pressures as 
well as new competition- new market entrants, new substitutes for 
traditional insurance offerings.^^ After FDI was allowed, the insurance 
market is booming in India. So many players are doing better business 
in the same sector. The leading reinsurance company like Swiss Re and 
35 'Plan Panel for Higher FDI in Insurance'; [Accessed at http://www.business-
standard.com/common/news_article.php?leftnm=10&bKeyFlag=BO&autono=318772]. 
36 Debaisi Mallik (2002); "Insurance Sector: Towards an Assured Future". ICFAI-
Management of Financial Institutions-Book Readings, pp. 197-201. 
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Munich Re has projected 20-25 per cent growth in life and health 
insurance market by 2015, particularly in countries like India and 
China.37 The introduction of competitive private health insurance 
systems into middle and low-income nations could be considered to be 
a positive product of globalization because health insurance is 
commonly viewed as enhancing access to health care. The World Bank 
has encouraged a reduction in government services and increased 
privatization of health care.^s 
The introduction of private players in the industry has added 
colors to the dull industry. The initiatives taken by the private players 
are very competitive and have given immense competition to the one 
time monopoly of the market by LIC. Since the advent of the private 
players in the market the industry has seen new and innovative steps 
taken by the players in the sector. The new players have improved the 
service quality of the insurance. As a result LIC down the years have 
seen the decline in its policies and premiums. The market share was 
distributed among the private players. This can be known from the fact 
that insurance premium of LIC has decreased from 99.98 per cent in the 
year 2000-01 to 85.75 percent in 2005-06. Though LIC still holds 75 per 
cent of the insurance sector, the upcoming nature of these private 
players is enough to give more competition to LIC in the coming days. 
The researcher after reviewing past and present literature and 
analyzing the experiences of FDI in Insurance sector by other countries 
feels that FDI Cap of 26 per cent in Indian insurance sector should be 
increased to 49 per cent (for both insurers and intermediaries) but in a 
systematic and phased manner. This should be done keeping the 
37 Accessed atwww.coolavenues.com/know. 
.38 World Bank (1993); "Investing in liealth: World Development Report"; Washington D.C World 
Bank. 
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necessary regulatory framework into existence. Moreover, he feels that 
with the passage of time, FDI and its increment to 49 percent may give 
rise to a number of substantive benefits and can make better prospects 
specially in insurance sector and in economy as a whole on account of 
the following: 
4.10.1. Increasing Insurance Penetration and Insurance Density 
Due to the presence of private insurers (in collaborations with 
foreign insurers), the insurance business (measured in the context of 
first year premium) has shown an impressive growth of 94.96 per cent 
in 2006-07, surpassing the growth of 47.94 per cent achieved in 2005-06. 
This has resulted in increasing insurance penetration and insurance 
density in the country. Insurance penetration has increased from 2.32 
per cent (1.77 per cent in life and 0.55 per cent in non-life) in 2000 to 4.80 
per cent (4.10 per cent in life and 0.60 per cent in non-life) in 2006. While 
the insurance density has increased from 9.9 per cent (7.6 per cent in 
life and 2.3 per cent in non-life) in 2000 to 38.4 per cent (33.2 per cent in 
life and 5.2 per cent in non-life) in 2006. That is, over a period of last 7 
years i,e from 2000 to 2007, there has been a more than double growth 
of 2.48 per cent in insurance penetration and about thrice growth i,e 
28.5 per cent in insurance density respectively. The level of penetration, 
particularly in life insurance, tends to rise as income levels increase. 
India, with its huge middle class households, has exhibited growth 
potential for the insurance industry. Saturation of markets in many 
developed economies has made the Indian market even more attractive 
for global insurance majors. Thus, this opportunity has increased the 
importance and need of FDI in Indian insurance sector. 
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4.10.2. Expanding the Market for Insurance Products 
India has a population of more than 1 billion and yet insurance 
premium forms only 4.80 per cent of the GDP as compared to the 7.50 
per cent of GDP at world level, indicating the extent of under insurance 
in India.39 As one of the measure i,e penetration of insurance critically 
depends on the availability of insurance products and services. That's 
why after opening of this sector for foreign investors, global insurers 
investing in India have brought a substantial number of new and 
innovative insurance products and services to Indian consumers which 
has substantially increased penetration and density of insurance in 
India. 
4.10.3. Benefits to Indian Consumers 
There have been corresponding benefits to Indian consumers. As 
a result of foreign insurance businesses gaining entry to India's 
insurance market, policyholders from many walks of life are benefiting 
- from urban dwellers seeking financial planning assistance to farmers 
benefiting from micro insurance. Yet, as foreign insurers participating 
in insurance JVs (and their backers, associates and clients), unless an 
increase in the equity level is allowed, it would be difficult to continue 
the momentum. 
As the insurance companies increase the geographic coverage, the 
average size of polices (i.e., average premium per policy) will 
continuously become smaller. As a result of this, the intermediation 
costs may go up in the short run but may be stabilized in the long run. 
In addition, consumers may be benefited through increased customer 
39IRDA Annual Report: 2006-07, p.79. 
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awareness of the economic benefits of purchasing sound insurance 
coverage. 
4.10.4. Availability of Funds for Long-Term Lending For 
Infrastructure 
These new business practices have brought strong domestic 
Investment benefits: private insurers in India across all asset classes in 
the Indian economy have invested over $ 2 billion of funds. It is well 
known that insurers invest a large percentage of their premium income 
in the domestic economy of their host country. 
Table - 4.16 shows the investment by public and private insurers 
in infrastructure and social sector in 2006 and 2007. It is quite clear from 
the table that although major portion of investment is made by public 
insurers yet their share is showing a decreasing trend. In case of public 
h'fe insurers, 97.06 per cent amounting to Rs. 4818.22 crore was made in 
2006 which further decreased to 96.82 per cent i,e Rs. 67616.17 per cent 
crore. Further, in case of public non-life insurers, this figure was Rs. 
4413 crore in 2006 and Rs. 5050.57 crore in 2007 i,e a fall of 5.85 per cent 
during this period. 
In case of private life insurers, total share in investment has 
increased from Rs. 1456.23 crore (2.93 per cent) in 2006 to Rs. 2220.61 
crore (3.17 per cent) in 2007 i,e an increase of 0.24 per cent. While in case 
of private non-life insurers, investment share has increased from Rs. 
566.88 crore (11.38 per cent) to Rs. 1051.76 crore (17.23 per cent) i,e an 
increase of 5.85 per cent) over 2006. 
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Table - 4.16 
Investments by Insurers in Infrastructure and Social Sector 
(Rs. Crore) 
INSURER 
Lie 
Public Sector 
(A) 
HDFC 
MNYL 
ICICI PRU 
BSLI 
TATA AIG 
KOTAK LIFE 
SBI LIFE 
BAJAJ 
ALLIANZ 
METLIFE 
RELIANCE 
LIFE# 
ING VYSYA 
AVIVA 
SAHARA 
LIFE 
SHRIRAM 
LIFE 
BHARTIAXA 
Private Sector 
(B) 
TOTAL 
(A+B) 
LIFE 
LIFE FUND 
Infrastructure & Social Sector 
2006 
48182.22 
(97.06) 
48182.22 
(97.06) 
213.28 
(0.42) 
130.90 
(0.26) 
226.11 
(0.45) 
41.97 
(0.84) 
121.50 
(0.24) 
59.99 
(0.12) 
264.96 
(0.53) 
141.91 
(0.28) 
43.87 
(0.08) 
34.34 
(0.06) 
75.93 
(0.15) 
38.15 
(0.07) 
28.37 
(0.05) 
34.95 
(0.07) 
0.00 
(0.00) 
1456.23 
(2.93) 
49638.45 
2007 
67616.17 
(96.82) 
67616.17 
(96.82) 
250.86 
(0.35) 
238.93 
(0.34) 
308.39 
(0.44) 
74.40 
(0.10) 
202.70 
(0.29) 
77.87 
(0.11) 
400.19 
(0.57) 
245.35 
(0.35) 
104.65 
(0.14) 
48.30 
(0.06) 
99.45 
(0.14) 
80.09 
(0.11) 
29.99 
(0.04) 
34.96 
(0.05) 
24.51 
(0.03) 
2220.61 
(3.17) 
69836.78 
NON-LIFE 
INSURER 
GIC 
NEW INDIA 
NATIONAL 
UNITED 
ORIENTAL 
Public Sector (A) 
RELIANCE 
ROYAL 
SUNDARAM 
IFFCO-TOKIO 
TATA AIG 
GENERAL 
BAJAJ ALLIANZ 
ICICI LOMBARD 
STAR HEALTH 
CHOLAMANDAL 
AM 
HDFC GENERAL 
Private Sector (B) 
TOTAL (A+B) 
Infrastructure & Social 
Sector 
2006 
1275.16 
1206.33 
719.87 
684.55 
527.16 
4413.07 
(88.61) 
30.49 
110.40 
76.93 
59.81 
87.33 
135.52 
-
40.67 
25.73 
566.88 
(11.38) 
4979.95 
2007 
1514.88 
1279.13 
836.83 
730.03 
689.70 
5050.57 
(82.76) 
96.06 
129.92 
114.90 
74.16 
160.97 
400.14 
9.84 
40.47 
25.30 
1051.76 
(17.23) 
6102.33 
Note: Figures in Parenthesis shows per cent of the total investment in respective years 
# Formerly known as AMP Sanmar. 
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Summarizing the results, it can be deduced that public insurers' share 
in infrastructure and social sector has decreased in aggregate while the 
share of private insurers has shown an increasing trend which will 
continue with the increase in FDI cap in this sector. 
Besides this, with the increasing activity, the quantum of funds 
invested by private companies would continue to rise and contribute 
significantly to overall long-term investment in the economy. 
The current move to increase FDI cap would open up fresh 
investment prospects in India's expanding economy and infrastructure. 
Foreign insurers and insurance intermediaries have already invested 
significantly in India's capital markets and contributed to the country's 
infrastructure development. Given demographic shifts in India, the 
increase in urbanization and rapid industrialization, sigruficant long-
term capital for infrastructure projects will be continue to be needed. 
4.10.5, Reducing the Strain on Indian Partners to Bear the Larger 
Financial Burden for Expansion 
As sales increase, solvency margins requirements may dictate a 
further infusion of capital. Domestic partners who hold 74 per cent 
share may find it difficult to contribute and lock-in, for a long time, a 
corresponding percentage of new capital whenever required. It would 
be more conducive to the growth of the industry to have a more 
balanced shareholding ratio of 49:51 rather than 26:74 because this share 
will keep the equitable financial burden on both domestic and 
foreigner. 
4.10.6. Wider Range of Products and Policies 
With an increase in the equity limit, many more foreign insurers 
are interested in entering the market, resulting in further expansion of 
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the insurance market along with offering a wider choice of products 
and services to the customer. It is pertinent to note here that before 
insurance sector reforms in 2000, there were only few insurance 
products available to Indian consumers as compared in the present 
times when hundreds of insurance products and policies are affordable 
even at small amount. For example; ICICI-Prudential presently offers 
more than 30 products to meet the diverse needs of customers in the 
filed of life insurance. 
The insurance companies have a pivotal role in offering insurance 
products which meet the requirements and expectations of the 
customers and at the same time are affordable. The future growth of 
this sector will depend on how effectively the insurers are able to come 
up with product designs suitable to cutomers' needs and how 
effectively they are able to change the perceptions of the Indian 
consumers and make them aware of the insurable risks. The future 
growth also depends on how service oriented insurers are going to be. 
4.10.7. Sharing of International Best Practices 
With the entry of FDI in insurance, international Insurers have 
shared global best practices, management skills and product 
development know-how with domestic private partners. These new 
business practices have brought strong domestic investment benefits. 
For example; private insurers in India across all asset classes in the 
Indian economy have invested over $2 billion of funds. 
In addition, Indian insurers have relied a lot on their foreign 
parmers for initiating business and developing important policies and 
procedures. Insurance requires special skills in actuarial and 
underwriting and these skills are inadequate in India. Expertise in these 
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areas and recent developments in these professions have been 
important knowledge transfers to domestic insurers. Further, selling 
practices and product innovations have undergone a tremendous 
change in the recent past which has totally changed the face of Indian 
insurance sector. 
4.10.8. Strengthening Indian Citizens' Ability to Manage Risk 
The presence of FDI in insurance sector and the present move to 
increase this cap would also expand the capacity of the Indian 
insurance industry to offer cover. India is as prone as any nation on 
earth to natural disasters and the last few years have seen earthquakes, 
floods and a major tsunami. Strengthening India's insurance market 
will enable a deeper market to offer wider protection against a greater 
range of risks and help India's people and businesses to recover and 
rebuild following a natural disaster. For the full benefits to be reaped, 
further liberalizing measures, covering all aspects of the supply of 
insurance and reinsurance in India, could serve to enhance the range of 
competitive commercial and personal insurance lines available to 
Indian businesses and consumers. 
4.10.9. Creation of Employment Opportunities 
A number of foreign insurers are ready to enter the market 
provided the equity limit by GOI is further raised to 49 per cent. This 
move would expand the Indian insurance sector and employment in it. 
Undoubtedly India's insurance sector has seen remarkable growth since 
its opening up in 2000, including the creation of over one million jobs 
(including direct and indirect employment in insurance companies) and 
the BPO industry. In the short time since foreign investment has been 
allowed in India's insurance sector, over 700,000 new Indian 
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jobs/opportunities have been created directly and indirectly in the 
sector. This level is expected to increase to one million by 2006-2007. 
The insurance industry's labour market is expected to increase to 1.5 m 
over the next 2-3 years if the FDI cap is raised to 49 per cent. Clearly 
there is room for further growth, which can be fostered, in part, by 
raising the current foreign equity ceiling. Clearly, there are good 
prospects for further growth which can be promoted by raising the 
current foreign equity ceiling. 
4.10.10. Faster Capital Market Development 
In India, insurance companies by their nature invest in long-term 
financial assets and IRDA expect them to do so. Raising the equity cap 
in the insurance sector will encourage further foreign capital infusion 
and will lead to faster capital market development. It is well known fact 
that insurers invest a large percentage of their premium income in the 
domestic economy of their host country and are among the largest 
contributors to investment in infrastructure projects and in capital 
market (both debt and equity markets). 
For effective functioning of the financial system, it is important 
that the markets are efficient by ensuring liquidity and transparency in 
price discovery. The role of the insurance companies as financial 
intermediaries is also considered significant in making these markets 
efficient by providing liquidity and credit. This, in turn, helps in 
lowering down the cost of capital and providing risk-free opportunities 
to all participants in the market. 
4.10.11. Increasing Focus and Investment in Rural Market 
After FDI was allowed in insurance sector, focus on the new and 
untapped markets has increased by all irisurers. With a greater stake in 
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JVs, foreign investors may also feel greater confidence in investing in 
new areas of insurance development, such as the rural market. The 
insurance companies are increasingly tapping the semi-urban and rural 
areas to take across the message of protection of life through insurance 
cover. The insurers have also introduced special products aimed at the 
rural markets. 
Insurance companies in general and private insurance companies 
in particular, are reaching out to untapped semi-urban and rural areas 
through advertisement campaigns and by offering products suitable to 
meet the specific needs of the people in these segments. The insurers are 
increasingly introducing innovative products to meet the specific needs 
of the prospective policyholders. 
4.10.12. Further Market Expansion 
If added investment is permitted, there would certainly be scope 
for further market expansion. Despite its current growth, India's 
insurance market lags behind other economies in the baseline measure 
of insurance penetration. At only 4.8 per cent per cent, India is well 
behind the 16.50 per cent for the UK, 16 per cent for South Africa, 11.50 
per cent for Japan, 11.10 per cent for Korea and 8.80 per cent for the 
USA.40 Besides, in view of both the dramatic demographic shifts and the 
commercial expansion now taking place in India, it is clear that the 
insurance industry will need to play an increasingly critical role in the 
future (in both the life, pension and non-life sectors). 
Currently FDI represents only Rs. 827 crore of the Rs. 3179 crore 
capitalization of the private life insurance companies. With an increase 
in the equity limit, many more foreign insurers are interested in 
to Swiss Re, Sigma, 4/2007. 
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entering the market, resulting in further expansion of the life insurance 
market along with offering a wider choice of products and services to 
the customers. The international markets would view raising the 
insurance FDI cap as a strong re-affirmation of India's commitment to 
economic expansion, carrying out the promise made by the ex-Finance 
Minister during his 2004-05 Budget speech that the FDI limit would be 
raised to 49 percent. 
4.10.13. Better Customer Service and Satisfaction 
In short span of seven years since the market has been opened, 
the private sector companies have set a completely new paradigm of 
service in both life and general insurance sectors. Presence of FDI has 
brought more products and improved the customer service. Now-a-
days all companies have come up with benchmarks for each aspect of 
service and also internal measurement of quality. For instance, the 
structure, content, and appearance of documentation are comparable to 
any in the world. 
Best practices aimed at informing the customer in a transparent 
manner have indeed been brought in. These are more in evidence in life 
insurance possibly because of the long-term nature of the business. 
Indian insurers in the public sector are responding slowly. Regulations 
have helped achieve standards of disclosure. Here again, in the life 
insurance sector, both LIC and the new companies seem to have set 
high standards in settlement of claims. 
The general insurance sector has shown mixed performance 
perhaps due to the inherent nature of the business. While the private 
sector general insurance companies have set good standards for claims 
settlement, the public sector insurers are yet to show resilience in the 
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changed environment. Though structural inefficiencies are stated as 
reasons for loss of business, the main cause seems to be a pervasive 
attitude problem coupled with a need for transparency in claims 
handling. All private insurers including foreign insurers have better 
record of claims settlement and number of complaint against them is 
less than public sector insurance companies, which is an indicator of 
better customer service and satisfaction. 
4.10.14. Increasing Demand for Insurance 
With the opening of this sector for FDI participation, demand for 
insurance has increased manifolds. Particularly in India due to 
increasing per capita income and savings in India, demand for 
insurance is increasing day by day. Booming stock markets favouring 
unit linked products, regulatory changes and tax incentives helped in 
increasing demand for life insurance. Besides above, factors like 
increasing aging population, governments moving from public to 
private pension schemes, recent detariffication, etc have also helped in 
increasing the demand for life and non-life insurance products in India. 
4.10.15. Innovative Strategies of Insurance Education and Awareness 
In the new era of liberalization and reforms, insurance agent is 
trained to be an advisor to the customer instead of being a mere seller of 
policies. He is a suave, smart financial consultant thanks to the state-of-
the-art training facilities provided by the insurers which are of 
international standards. With the evolution of these advisors, insurance 
is being seen more as a wealth enhancer and helps insurers increase 
their sales in India. Further, as mentioned earlier, the success of ULIP 
even in mini-metros and relatively smaller markets is a reaffirmation of 
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the fact that markets are progressing ir\ terms of insurance awareness 
and education. 
The opening up of the sector has also seen improved efforts on 
educating the customer regarding his insurance needs and on fixation 
of insurance as a tool in his overall wealth management portfolio. 
Increasing awareness is a condition precedent to penetration of 
insurance. Anecdotal evidence and empirical observations indicate that 
awareness of insurance has improved substantially once FDI was 
allowed in insurance sector. This is also attributable to the effective 
campaign launched by IRDA and the combined impact of sustained 
wide-ranging publicity by all 35 insurers. 
4.10.16. Bancassurance 
With the introduction of FDI, there has been a cut-throat 
competition among private and public sector companies in India. This 
competition has brought many changes in the structure and working of 
insurance sector particularly following bank participation in 
insurance .41 The challenge of successfully implementing bancassurance 
lies in training the staff, integrating the insurance products, and 
ensuring best quality service. According to an analysis of India's 
bancassuarance sector by Watson Wyate Worldwide, leading global 
Insurance Consulting firm, bancassurance is likely to generate 
approximately 35 per cent of private insurer's premium by 2008 and 
nearly 40 per cent of total new business premiums by 2010. 
•» This point needs no further discussions as this has been abeady discussed at length in the 
foregoing discussion under the topic 'Performance Appraisal of Indian Insurance Sector Since 
its Liberlaisation'. 
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4.10.17, Technological Advancement 
Benefits of technological advancements in the insurance sector 
should be measured by looking at the question - To vv^ hat extent have 
the technology gains in telecommunications, computer information and 
data processing contributed to increased efficiency and productivity of 
insurance companies? Now-a-days, technological advancement is 
considered a key driver of growth in a long-term business like life 
insurance. It is critical to functions like data management, underwriting, 
fund management, actuarial efficiency, and the end-to-end service 
delivery process. Technology provides the cutting edge in terms of 
improved disclosure to the policy holder as well as the regulator in due 
course of time. Some key benefits of technology have been reduction in 
turnaround time as well as multiple interaction points with the 
customer through emails, facsimile, websites, and ATMs, to name a 
few, which have resulted in improved disclosure to policy holders. In 
the wake of such competition, therefore, it is essential for all public 
sector insurers particularly the LIC and GIC that they quickly up grade 
their technology, restructure themselves on more efficient lines and 
operate as broad run enterprise. 
4.10.18. Attraction of Quality Manpower 
Insurance is an intensively people- oriented business and human 
resource is the undoubted differentiator like in any other retail industry. 
The quality of manpower attracted and retained by insurers and how 
their abilities and ambitions are harnessed would be the litmus test for 
the industry. Since 2000, this industry has attracted a number of 
professionals like Actuarists, Surveyors, and Loss Assessors. 
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4.10.19. Multi-Channel Distribution Channels 
Soon after FDI was allowed in this sector, multi-channel for 
distribution of insurance policies and products took a new leap. At 
present managing the expectations of channel partners, viz., banks, 
corporate agents, brokers, and advisory force and keeping the 
acquisition costs at manageable proportions at the same time helps the 
new players reach break-even relatively sooner. Increased rural 
penetration of insurance will also be a fallout of the above factors and 
will depend upon the spread that the different distribution channels 
will help the insurer achieve. 
4.11. SOUTH KOREAN EXPERIENCE: AN EXAMPLE FOR INDIA 
South Korean experience in insurance sector can serve as an 
example for India.^^ As above-mentioned one of the biggest challenges 
posed by foreign equity in India is their regulation and monitoring. 
Unfortunately, IRDA presently is incompetent to provide legitimate 
checks to the private companies. With South Korea opening up it 
insurance industry around 1990s, there was no such regulatory 
mechanism available with it to put a check on foreign players. In other 
words, the regulatory mechanism available with South Korea was 
designed to suit the domestic insurance players and not huge, clever, 
sophisticated international players. As a result, South Korea underwent 
the iamons financial crisis of 1997, as entering of foreign players back-
fired South Korea, as there was no tight law to regulate these alien 
players.43 This financial crisis in 1997 compelled South Korea to come 
out with a new regulatory framework, which could restore the situation 
••2 Shanil R. Vitarana (2006); "Are Tlie Regulatory Framework In Asian Emerging Markets Equipped 
To Handle the Influx of foreign Insurers?"; Connecticut Insurance Law Journal, p. 207. 
*^ Dongbu Insurance; "The Korean Insurance Industry and Economy"; Annual Report-2001, 
[Available at 
http://www.idongbu.com/ir/eng/pdf_eng/fy2k/3_theKoreaninsuranceindustry.pdfl 
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back to normal. Therefore, South Korea while addressir\g the issue in 
1999, consolidated its separate supervisory agencies, including the 
Insurance Supervisory Board (ISB) and established the Financial 
Supervisory Service (FSS) and Financial Restructuring Unit (FRU).44 
With this new framework in place, 12 out of 33 foreign insurers were 
expelled from the market, during the period 1998-2001. This step of the 
South Korean government gave clear signals to the foreign insurers, 
that unless they were properly managed and disciplined, they would be 
expelled from the market.'*^ Now, it is pertinent to suggest that how 
further foreign ownership should be allowed in the Indian insurance 
sector. For this, the researcher has devised a four phase model which is 
discussed in the following paragraph. 
4.12. HOW FOREIGN OWNERSHIP SHOULD BE ALLOWED? 
With respect to India, many sectors of the Indian economy are 
still only partially open to foreign investment. The Indian government 
continues to prohibit or severely restrict FDI in certain politically 
sensitive sectors such as retail trading, railways, and real estate. 
Taking note of the liberalization of services that has taken place in 
different countries in the South Asia, in the different services sectors, it 
is found that substantial unilateral liberalization has taken place under 
Mode - 3 (i,e trade through commercial presence) in Sri Lanka, Pakistan 
and Bangladesh. India is yet to embark on the path of unilateral 
liberalization. Except for computer and information services and 
transport (roads), 100 per cent foreign equity in most services is not 
allowed in India. 
'^ Financial Supervisory Commission (2001); " Financial Reform and Supervision in Korea"; 
[Accessed at http://www.fsc.go.kr/eng/final.pdf] 
•^  Young-Duck Kim (2002); "WTO Negotiations, Financial Crisis and Efficiency and Productivity in 
tlie Korean Insurance Market"; July. [Accessed at http://www.iisorJine.0rg/pdf/Y.D.pdfj 
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Most countries in the region have liberaUzed equity restrictions 
on FDI in the services sector to encourage trade under Mode - 3. One 
hundred per cent equity is allowed in many services sectors, in many 
countries. For example; our neighbor country namely Pakistan 
generally permits foreign investment in services subject to certain 
provisions including a minimum initial capital investment of $ 150,000 
(investment requirements are higher in financial services). In addition, 
recent changes in the government's investment policy allow foreign 
investors to hold up to 100 per cent equity stake and 100 per cent 
repatriation of profits. The government has opened up the insurance 
market as one of its financial sector reforms. Foreign investors are 
allowed to hold up to 51 per cent equity share in companies operating 
in the life and general insurance sectors. 
The table - 4.17 gives a brief and comparative overview of extent 
of liberalaistion of services sector in India and its neighboring countries. 
Among these Pakistan and Bangladesh have fully liberalized their 
services except few ones. While India and Srilanka are in line to make 
more sectors fully liberalized. Particularly insurance sector has been 
fully opened to foreigners in Srilanka and Bangladesh. But in India, 
Pakistan and Nepal, it is moderately liberalized. In India, this sector has 
been thrown open for international investors with 26 per cent equity 
cap only in 2000. No-a-days, foreign insurance companies want to raise 
this limit as they find it as a good opportunity to exploit the vast market 
size and potentials of this market in India. 
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Post Liberalisation Evaluation of Indian Insurance Sector and Inflow ofFDI: A Case Study 
As discussed in the foregoing paragraphs, foreign ownership is 
currently restricted to 26 per cent, although there are now plans to 
increase this limit. The typical structure adopted by the Indian 
government for the phasing in of foreign-owned companies in other 
industries such as telecommunication, construction, pharmaceuticals etc 
should also be applied to Insurance sector. Under this study, the 
researcher has proposed a phase-wise plan for allowing higher limits of 
FDI in this sector. According to researcher, currently this untapped 
market is in phase - I and this sector has to pass through three more 
phases (unlike other sectors) in order to reap the maximum benefits of 
its full liberalization. Other phases are also discussed as under: 
1. PHASE - I: Allow foreign entity to have 26% stake in JVs. 
2. PHASE - II: Increase foreign entity's cap from 26% to 49% in 
2010. 
3. PHASE - III: Further increase foreign ownership cap from 49% 
to 74% in 2020. 
4. PHASE - IV: Allow 100% in 2030 foreign-owned to operate in 
the market keeping essential regulatory framework into 
existence. 
In order to keep Phase -II operational i,e to allow foreign insurers 
to hold higher stakes (i,e up-to 49 per cent) in venture in India, the 
government has recently decided to table an Insurance FDI Bill in the 
winter session (Dec. 2008) of parliament to amend insurance Act, 1938 
because FDI ceiling is a part of Insurance Act.46 In this connection, 
government should first amend the LIC Act, 1956, the General 
"* Pratoyogita Darpan (General Studies) - Indian Economy, Annual \ssue-2Q0?,;"Insurance Bill 
to be Introduced in Parliament", p.l58. 
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Insurance Business Nationalization Act, 1972 anci IRDA Act, 1999 
besides amending Insurance Act and then allow 49 per cent foreign 
ownership in 2010. Gap of one year after amendment (i,e from January 
to December, 2009) will help IRDA to spread its enough wings on the 
insurance market to protect the interest of policy holders which is the 
main objective of IRDA. The pros and cons of this initiative have 
already been discussed in detail in the above paragraphs. 
Phase - III and phase - IV should be initiated only after 
examining the performance and good conduct of all insurers during 
phase - II. If everything goes smoothly, then the last two phases should 
be given a gap of at-least 10 years each.^^ That is if all goes well and 
insurance market showed good signs of performance after phase -II, 
then FDI ceiling from 49 per cent should be raised to 74 per cent in 2020. 
Further, this ceiling can be raised to 100 per cent in 2030, provided 
enough regulatory framework is in existence to check fraudulent and 
malpractices in the insurance industry. Hence, in this way this sector 
will be able to grow by leaps and bounds in the full liberalized 
insurance market. 
4.13. PROPOSED CHANGES IN INSURANCE LAWS 
In the current liberalized insurance market, the present IRDA Act 
is not fully capable of disciplining the private companies having foreign 
equity. Currently, there is no strict legal framework by which we can 
infuse notions of social responsibility into these private insurers. 
Therefore, it can be said that the situation in insurance sector at 
present is still not ripened enough to increase FDI cap but any such hike 
<7 As it has been already discussed that the problem in the insurance business is the break-
even period is very long and sometimes it may be arovmd 10 to 12 years. There lies the real 
test for the new and existing private insurers (including foreign ones) to prove their 
creditworthiness and credibility. 
258 
Post Liberalisation Evaluation of Indian Insurance Sector and Inflow ofFDI: A Case Study 
should be allowed in 2010. This will helping in making appropriate 
changes in IRDA Act to ensure a proper legal framework to control and 
regulate the activities of private companies having foreign equity. Now, 
it is useful to examine some of the proposed changes to be made in the 
existing IRDA Act, 1999 under the following paragraphs. 
As discussed earlier, one of the greatest hurdles in increasing the 
permissible FDI cap to 49 per cent is the lack of current laws and 
regulations and monitoring of the same. It is true that the IRDA Act 
confers upon the Authority certain powers which are regulatory in 
nature so that it can perform its appointed functions and duties of 
regulating, promoting and ensuring orderly growth of the insurance 
and reinsurance business. In order to suggest the changes to ensure 
greater control and supervision over foreign equity, the existing powers 
and functions may be reviewed to appreciate the flaws and difficulties 
posed by the legislation as it stands of date. Section 14 of the IRDA Act, 
1999 discusses the provisions as regards the powers and functions of 
the Authority. After making a close scrutiny of the various provisions of 
the present act in the beginning of this chapter, reveals that none of the 
provisions really target directly the behavior of the private enterprises 
engaged in the insurance business, leave alone the foreign investors. 
Most of these provisions just put a check on the overall activities at a 
very generic level like licensing, framing rules for the functioning of the 
intermediaries, maintenance of books of accounts, etc. Under the laid 
down restrictions, the private enterprises are free to explore their area 
of operations, nature of activities, etc and as they are guided solely by 
the motive of maximum returns, their focus remains on operations that 
afford them better earning opportunities. However, the real dangers in 
hiking the permissible cap limit still remain unsolved in light of the 
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powers conferred by the IRDA Act upon the Authority. Therefore, the 
Authority needs to be equipped with certain additional powers to deal 
with the issues at hand. The proposed changes are discussed under 
following paragraphs: 
Although the legislation confers the power upon the Authority to 
specify the percentage of business to be undertaken by the insurer in 
the rural sector, current trends and statistics reveal discouraging 
figures. As discussed above, there has been a disproportion between the 
market share of private insurers in terms of number of policies and the 
amount of new premium. The reason being their willingness to cater to 
the majority of urban class where the amount of premiums is higher. 
This results in the greater ignorance of the rural sector. The proposed 
amendment in this case should be the fixing of the percentage of 
prenaium income to be generated out of the rural sector by each insurer. 
Instead of the legislation merely conferring the power on the Authority 
to do so, the Insurance Act, 1938 should contain the precise percentage 
and the IRDA Act should merely impose a duty to ensure compliance of 
the same with severe corresponding penalties for non-compliance. 
Needless to say, this percentage can be subject to such amendments as 
and whenever required to suit the need of the times. 
Another similar problem faced is in the case of the investments 
made by the insurance companies. Section 14 of the IRDA Act equips 
the Authority with the power to regulate the investments made by the 
insurers. However, the private insurers tend to find their way out to 
circumvent these provisions. Specific provisions in this regard need to 
be laid down in the Insurance Act, 1938 as regards particular bonds in 
which investment needs to be made that help the infrastructural growth 
of the economy. Again, these investment schemes should be amended 
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from time-to-time to cater to the pressing needs of the sectors in which 
development are required. It is noteworthy to point out here that more 
recently IRDA has amended the existing infrastructure definition. 
Insurers can now invest in SEZs projects, domestic satellite services and 
social infrastructure like educational institutes and hospitals.^^ 
Another concern is the greater control of private insurance 
insurers. Stricter monitoring and control of all the private insurers and 
their unscrupulous activities should be taken up by the Authority. As of 
date, various private insurers have been charged for malafide activities. 
An effective measure in this case will be that of making the penalties 
under the IRDA Act more severe like those of suspension from carrying 
on insurance activities for a certain number of years in the case of 
violations or even permanent suspension of the insurer. These can be 
fixed on the lines of those provided under the statutes governing the 
functioning of SEBI. 
4.14. CONCLUSION 
From the above discussion, it is observed that till now India's 
insurance market is untapped interms of its size and potential. The 
reforms in the insurance industry could not have been effected at a 
more opportune time. The buoyancy in the economy is reflected in the 
rapid growth of the insurance industry. Our economy is witnessing a 
demographic change in the country and the younger generation which 
is exposed to the outside world demands products and services which 
are at par with what are available in the advanced countries. The 
insurance sector cannot be an exception and the legitimate demands 
and aspirations of the insured will have to be met and it will have to 
« 'IRDA Widens Definition of Infrastructure'; The Insurance Times, June 2008, Vol. XXVIII, 
No.6, p.6. 
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provide world class products and service them diligently. And thus the 
presence of both private and foreign insurers is must so that 
competition prevails which ultimately benefits the policyholders in the 
long run. And that is why foreign insurers were allowed to bring equity 
up-to 26 per cent and hence to participate in the Indian market. 
It is undoubtable that FDI plays an important role in the long-
term economic development of a country not only as a source of capital 
but also for enhancing competitiveness of the domestic economy 
through transfer of technology, strengthening infrastructure, raising 
productivity and generating new employment opportunities. FDI is 
inevitable for growth, but then every such endeavor must be 
accompanied with great deal of caution and wisdom. Benefits like 
expanding the market for large number of new and innovative 
insurance products, boosting the availability of capital for long-term 
lending for infrastructure, reducing the strain on Indian partners to bear 
the larger financial burden for expanding the company, developing 
innovative products for consumers, sharing international best practices 
for the insurance industry and by strengthening Indian citizens' ability 
to manage risk, will be reapened in full only when FDI cap is increased 
to 49 percent. 
Given the present circumstances, India does need FDI for its own 
growth but the same must not be rushed into in a manner that proves 
disadvantageous for her in the long run. It is imperative that certain 
changes in the insurance laws be made prior to the amendment 
allowing the hike in FDI cap from 26 per cent to 49 per cent to attain the 
controlled and desired growth that foreign equity will assist. 
After examining the pros and cons of allowing FDI in Indian 
Insurance sector, it can be concluded that greater entry of foreign 
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insurance companies presents a major challenge to the national and 
sub-national regulatory system. The entry of foreign insurers with 49 
per cent FDI cap on equity makes it more urgent for India to create an 
effective regulatory system and build a capacity to enforce those 
regulations in the Indian insurance sector. Until and unless such a 
regulatory framework is put in place, it could be harmful for India to 
increase the foreign equity level from 26 per cent to 49 per cent. A large 
number of foreign insurers are waiting for the nod of the government to 
increase this cap to start their operations in Indian market. With 
comfortable foreign exchange reserves, inflow of foreign capital is not 
critical. However, higher FDI limit for the insurance sector would open 
up avenues for more players to enter the market, thereby making the 
industry more competitive and efficient. Further, in case of the existing 
players who are unable to inject fresh funds due to the high 
contribution of 74 per cent, increase in the foreign stake would facilitate 
their ability to shore up the equity base of the insurers. 
At the end, the researcher would like to conclude by the words of 
Tarun Das. According to Mr. Tarun Das (1996);49 "even the fear that 
foreign companies are here primarily to make a quick buck and then get 
out is misplaced. It is not borne out by Indian's past experience with the 
multinationals, some of which have been here for a century or about. 
Most of them have acted responsibly as good corporate citizens and 
may, in fact, have become so Indianised over the years that we hardly 
think of them as foreign companies". 
Besides above, in the wake of such competition it is essential for 
the public insurers especially LIC and GIC that they quickly upgrade 
« Tarun Das (1996); "The Excitement Is Just Beginning tlie Span"; New Delhi, June- July, pp. 51-
53. 
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their technology, resources and restructure themselves on more efficient 
lines and operate as broad run enterprises. New players (both private 
and foreign ones) should not be treated as rivals to public companies, 
but they can supplement in achieving the objective of dynamic growth 
of insurance business in India. However, it should be kept in mind that 
the success of the insurance industry will primarily depend upon 
meeting the rising expectations of the consumers who will be the real 
king in the insurance market in India. 
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CHAPTER - 5 
CONCLUSIONS, RECOMMENDATIONS AND 
SUGGESTIONS 
This chapter is meant to conclude the findings obtained on the 
basis of this entire research work conducted on the growth pattern of 
FDI in India since liberalization and taking Indian insurance sector as 
the case study. It deals with the conclusions drawn from the various 
chapters and on the basis of these inferences, it gives various measures 
to improve the inflows of FDI in the economy and suggestions to 
modernize and renovate the insurance sector. Therefore, the main 
objective of present chapter is to provide policy implications on the 
basis of this study, give suggestions to make India a favorite and an 
attractive destination for future FDI inflows. Future areas of research 
will also be a part of this chapter. 
5.1. CONCLUSIONS 
From the study, it can be said that FDI involves control by foreign 
investors and long-term considerations. FDI may be in the form of two 
components like 'equity' and 'non-equity' form of investment. The 
equity capital comprises of the FDI purchases of shares of an enterprise, 
FDI shares in reinvested earnings and short or long-term intra-company 
loans or debt transactions between FDI and the affiliates. The non-
equity form of FDI includes invests through such activities as sub-
contracting, management contracts, turnkey projects, franchising, 
licensing and product sharing contracts. 
Conclusions, Recommendations and Suggestions 
From the study, it is also evident that FDI is taken as a means to 
supplement domestic investment for achieving higher levels of 
economic growth and development. FDI benefits domestic industry by 
providing opportunities for technological up-gradation, access to global 
managerial skills and practices, optimal utilization of human and 
natural resources, making Indian Industry internationally competitive, 
opening up export markets, providing backward and forward linkages 
and access to international quality goods and services. It is also superior 
to other forms of foreign capital like FPI, FIIs, commercial loans, foreign 
aid etc. it supplements a country's purchasing power by supply of 
potential savings, avoids inflationary pressures and also overcomes 
high interest rates and high cost of debt servicing. It also increases 
competition by setting up firms in the economy and producing the 
goods and services at low costs and expands the industrial base in the 
host economy. 
In addition, it is also obvious that although FDI is beneficial for 
an economy yet its effectiveness depends upon its meaningful use and 
its directing to the areas/sectors where dearth of domestic capital 
investment is felt. More specifically, from the development point of 
view FDI process is related to export oriented areas for short-term and 
long-term investment projects. This process not only provides financial 
resources but also requires managerial expertise, technologies and 
entrepreneurial skills through the channel of MNCs. The FDI policy has 
to be constantly reviewed towards this end and necessary steps should 
be taken to make India a most favorable destination for FDI. The focus 
of FDI should be to maximize its contribution to India's development 
and welfare than maximizing the magnitude of inflows. 
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From the previous chapters, it can also be deduced that since the 
Hberalization policy of 1991, the FDI approvals have increased but the 
actual inflows have been comparatively less. This is because of the 
intentions of the foreign investors having not matched with 
performance. It may also be attributed to lack of political stability, 
improper unanimity between the centre and the state governments, 
coincidence in political parties' ideologies regarding FDI etc. In India, it 
is generally found that if a foreigner had been granted approval for his 
proposed project by RBI route or FIPB route in the regime of one 
government, with the coming of new government in power finds that 
his proposed has been rejected on the lines that it does not fulfill the 
criteria made under the new policies formulated by the new 
government. 
Furthermore, while analyzing FDI in terms of sate-wise, sector-
wise country-wise, it may also be concluded that there has been an 
impressive growth of magnitude of FDI inflows but they are still small 
when compared to potential of India in terms of its investment 
opportunities and need. Present age is the age of borderless world, a 
world where physical distances matter little. The need of time is not to 
reverse the process of globalization and FDI but to take bold steps to 
solve the problem created by the process of globalization. There is only 
one way forward i,e more integration, more interactions, more inter-
relations, more co-ordination and co-operation between domestic and 
foreign investments. Therefore, a well thought strategy and cautions 
approach should be adopted, so that Indian and foreign companies 
contribute to the economy simultaneously. 
From the analysis of all six models through Probit Model and 
three stage Least-Square Method, it can be concluded that during the 
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period under study^ economic reforn-is make a significant positive 
impact on FDI attractiveness. Thus, it helps international investors to 
enter into India to cash upon wider opportunities in India. Furthermore, 
the interactive effect of reforms and growth is found to have a positive 
impact on FDI attractiveness. That means economic reforms have 
positive spillover effects on FDI attractiveness through economic 
growth. While no significant relationship is found between economic 
growth and FDI inflows. But it is interesting to note that empirical 
results proved that economic reforms process helps in increasing FDI 
inflows and GDP growth rate in India. 
Lastly, it may be concluded that there is scope for greater FDI 
inflow in the insurance sector, if the cap of 26 per cent foreign equity is 
raised. The experience of opening up of this sector to FDI has set at rest 
the fears that were expressed earlier regarding the effect of such 
opening. The public insurance monopolies have responded to private 
entry by trying to increase their efficiency and effectiveness. This 
process would be enhanced and sustained by more effective 
competition. The regulatory system is in place and the IRDA is 
functioning effectively. In our view the 26 per cent foreign equity cap 
can be raised immediately to 49 per cent per cent and to 100 per cent 
within a few years. Therefore, the need of India in attracting growing 
FDI inflows in insurance sector lies in allowing quick reforms in this 
important sector. This may be done by amending the existing insurance 
laws in response to the growing needs of the market. 
5.2. RECOMMENDATIONS AND SUGGESTIONS 
As observed from the forgoing chapters that the FDI flows in 
India in absolute figure appears quite impressive but when compared to 
global flows, it is far from satisfaction. This state of affair is on account 
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of sustaining impediments of India at the moment needs a well 
balanced strategy for enhanced FDI inflows. 
Therefore, keeping in mind the importance of FDI in the Indian 
economy as a whole and particularly in insurance sector, we have 
proposed the following measures to attract FDI in India to upgrade the 
insurance sector of the country and to enhance the role of FDI in the 
insurance sector in the country: 
5.2.1. NEED FOR SIMPLE AND TRANSPARENT FDI 
FACILITATION STRUCTURE 
In India, the current FDI facilitation structure is quite complex. 
The Indian Investment Centre (IIC) which was originally mandated to 
pursue these objectives is almost defunct now. Till 1991, the 
Department of Economic Affairs was the nodal department that dealt 
with foreign investment policy and regulated the flow of FDI. But the 
Secretariat of Industrial Approvals (SIA), which accepted and approved 
foreign investment application, functioned in the Ministry of Industries. 
Post 1991, the subject of foreign investment policy has been with the 
DIP? but SIA, as it is now known, is no longer the secretariat for FIPB. 
The Finance Secretary Chairs the FIPB and all foreign investment cases 
are processed in the Finance Ministry. 
The process has been further complicated by the establishment of 
FIIA in 1999, to facilitate quick translation of FDI approvals into 
implementation, provide a proactive one- stop aftercare service to 
foreign investors. The FIIA has created Fast Track Committees (FTCs) in 
30 Ministries/departments in the central government. The constitution 
of FIIA is almost the same as the FIPB. Whereas the secretariat for FIPB 
is in the Finance Ministry, that of the FIIA is in DIPP. It is clear that by 
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creating two distinct bodies, FIPB and FIIA, the system has now become 
more complex and confusing. Thus, it is suggested that one stop 
department or agency should be established which should take care of 
the whole process of FDI in India. 
The researcher has also highlighted the low levels of realization 
of FDI inflows vis-a-vis the proposals cleared. Therefore, it is suggested 
that there should be a Single Window Clearance of FDI proposals based 
on the Malaysian Industrial Development Authority (MIDA) Model for 
overcoming post approval procedural delays. 
5.2.2. LEGAL AND REGULATORY FRAME WORK AND FDI 
POLICY 
Indian government has enacted laws for regulating FDI from time 
to time keeping in view both national and international business 
environment. Before the liberalization of Indian economy in 1991, there 
was FERA constituted in 1973 for regulation of foreign investment. 
Now-a-days a newly formulated FEMA is taking care of foreign 
investment regulation. But the real problem is that all these acts and 
different bodies constituted by government are playing a regulatory 
role. The need of the hour is to enact a law which should play a 
promotional role apart from regulation. The government should now 
emphasis on the National Investment of FDI which should take care of 
sensitive issues like double taxation, single point clearance for investors 
eliminating separate clearance at central and state levels. 
5.2.3. STATE INFRASTRUCTURE LAWS AND FDI POLICY 
For a long time it has been emphasized that the key to economic 
development apart from economics is the infrastructure development 
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which plays a crucial role in attracting FDI. In the light of this different 
states should consider farming special laws and directing investment 
first in infrastructure and then to other sectors of the economy, covering 
better domestic as well as foreign investment. Some states have already 
initiated this process of enacting law for infrastructure development. 
Andhra Pradesh and Kamataka are two states which have taken lead in 
this, others like, Maharastra, Tamil Nadu, Gujrat are in line. 
5.2.4. NEED FOR MORE FLEXIBLE FDI REGIME 
In India the FDI regime is not still quite flexible as it is in other 
developing countries. Foreign ownership of between 51 and 100 percent 
of equity still requires a long procedure of governmental approval. This 
rule should be scrapped in favor of automatic approval for 100-percent 
foreign ownership except for some strategic sectors that may continue 
to require government authorization. Besides, the government also 
needs to ease the restrictions on FDI outflows by non-financial Indian 
enterprises so as to allow these enterprises to enter into joint ventures 
and FDI arrangements in other countries. Furthermore; simplification of 
FDI procedures in infrastructure is the need of the hour. 
5.2.5. CLEAR CUT AND TRANSPARENT SECTORAL POLICIES 
FOR FDI 
This study clearly indicates that motives and determinants of FDI 
inflows in India differ from sector to sector and from country to 
country. Therefore, there is a need to have different FDI policies for 
different sectors. FDI policy should be dynamic in character so that it 
keeps on adjusting automatically in response to the changing economic 
scenario. 
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Expeditious translation of approved FDI into actual investment 
would require more transparent sectoral policies. There should be a 
drastic reduction in time-consuming red-tapism and other procedural 
and bureaucratic problems. 
Due to the disparity in sector-wise policies, there is a dire need to 
formulate sector-specific clear cut policies to have balanced 
development of the economy. Policies should be made in such that 
foreign investment (investors) should be equally distributed in every 
sector open to them. At least there should be not so much of disparity 
which is evident at present because this can prove detrimental in the 
long run for the economy as a whole. 
5.2.6. INVESTMENT OPPORTUNITIES IN NORTH - EASTERN 
REGION 
The North East which has got its definite entity due to its peculiar 
physical economic, social and cultural characteristics and is the poorest 
and remotest part of the country is yet to enjoy significant share of the 
benefits of liberalized process due to one or other factors. Though India 
becomes one of the power magnate of FDI in Asia (after China), the 
inflows of it in the North East is quite meagre. A unique competitive 
advantage of the region is its strategic location. Almost 98 per cent of its 
borders form India's international boimdaries - a veritable gateway to 
the South-East and the world, China to the North, Bangladesh in the 
South-West, Myanmar in the East and Bhutan in the North-West share 
borders with the NER. 
It is observed in the chapter - 3, that almost half of the FDI is 
received by only few developed states like Delhi, Gujrat, Kamataka, 
Maharastra, Tamil Nadu due to better infrastructure and a more 
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developed industrial sector. That is FDI has been concentrated in 
relatively developed states where large amount of public investment 
has been made and transportation and communication costs are more 
developed. Keeping in view the strategic importance of the region, 
therefore, it is suggested that the econonuc development of these 
extremely background regions should not be left. Besides this, in the 
absence of public investment mere opening of the region to the global 
investors for capital flows will further aggravate disparities. Therefore, 
the reactiveness of public investment is the need of the hour. Thus, 
public investment has to be relied upon to ensure that adequate 
infrastructure is created in this region in order to provide the pre-
condition for private investors in the future and to ensure that regional 
disparities do not widen too much in India. 
5.2.7. FURTHER REDUCTION IN TARIFF RATES 
India's tariff rates are still among the highest in the world, and 
continue to block India's attractiveness as an export platform for labor-
intensive manufacturing production. Much greater openness is required 
which among other things would include further reductions of tariff 
rates. Most importantly, tariff rates on imported capital goods used for 
export, and on imported inputs into export production, should be duty 
free. 
5.2.8. DECISION-MAKING AUTHORITY WITH STATE 
GOVERMENTS 
The reform process so far has mainly concentrated at the central 
level. India has yet to free up its state governments sufficiently so that 
they can add much greater dynamism to the reforms. In most key 
infrastructure areas, the central government remains in control. Greater 
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freedom to the states will help foster greater competition among 
themselves. The state governments in India need to be viewed as 
potential agents of rapid and salutary change. Brazil, China, and Russia 
are examples where regional governments take the lead in pushing 
reforms and prompting further actions by the central government. In 
Brazil, it is Sao Paulo and Minais Gerais which are the reform leaders at 
the regional level; in China, it is the coastal provinces, and the provinces 
farthest from Beijing, in the lead; in Russia, reform leaders in Nizhny 
Novgorod and in the Russian Far East have been major spurs to reforms 
at the central level. 
5.2.9. ESTABLISHMENT OF MORE SEZS, EPZS 
As it has been already mentioned that currently the total inflow 
of FDI is short of the expected target, the SEZs should be developed as 
the most competitive destination for export related FDI in the world 
and infrastructure development and a strategic and more effective FDI 
policy by India to target FDI in areas where the country has dynamic 
comparative advantage. 
The very modest contributions of India's EPZs to attracting FDI 
and overall export development call for a revision of policy. India's 
EPZs have lacked dynamism because of several reasons, such as their 
relatively limited scale; the government's general ambivalence about 
attracting FDI; the unclear and changing incentive packages attached to 
the zones; and the power of the central government in the regulation of 
the zones. 
The need to develop SEZs (on the pattern of China) has been 
highlighted a lot while demonstrating the experiences of various 
countries including the success story of China. The Steering Committee 
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has recommended the enactment of SEZs for all states. The efforts 
would involve improvement in the infrastructure facilities at these SEZs 
and investor friendly legal and bureaucratic controls in these zones. 
5.2.10. LIBERALIZATION IN EXIT BARRIERS 
An exit policy needs to be formulated such that firms can enter 
and exit freely from the market. While the reforms implemented so far 
have helped remove the entry barriers, the liberalization of exit barriers 
has yet to take place. This is a major deterrent to large volumes of FDI 
flowing to India. While it would be incorrect to ignore the need and 
potential merit of certain safeguards, it is also important to recognize 
that safeguards if wrongly designed and/or poorly enforced would 
turn into barriers that may adversely affect the health of the firm. 
5.2.11. NEED FOR MORE FLEXIBLE LABOUR LAWS 
In India large firms are not allowed to retrench or layoff any 
workers, or close down the unit without the permission of the state 
governments. While the law was enacted with a view to monitor unfair 
retrenchment and layoff, in effect it has turned out to be a provision for 
job security in privately owned large firms. This is very much in line 
with the job security provided to public sector employees. Labor-
intensive manufacturing exports require competitive and flexible 
enterprises that can vary their employment according to changes in 
market demand and changes in technology, so India remains an 
unattractive base for such production in part because of the continuing 
obstacles to flexible management of the labor force. 
5.2.12. NEED FOR FURTHER FINANCIAL SECTOR REFORMS 
Financial sector reforms are crucial for large FDI flows into India. 
However, only some partial steps have been undertaken and these are 
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by no means going to make any meaningful changes to the existing 
system. This as one would expect has had highly adverse results, both 
in terms of availability oi funds for investment in infrastructure and a 
negligible presence of foreign insurance insurers in the country. 
The slow pace of reforms in Insurance sector has made this sector 
somewhat unattractive as a destination for international investors. 
5.2.13. INVESTMENT PROMOTION AGENCY 
Investment promotion function is about marketing, with the 
competitions for FDI is becoming fiercer day by day, India must be seen 
and heard above all the competing locations by investors as the 
investment destination. The Investment Promotion Agency (IPA) must 
understake image-building activities such as the use of media, public 
relations etc. 
Participation in international promotion events and organizing 
events can be effective. For example; China International Investment 
and Trade Fair organized annually in September in Xiamen has been 
very successful in creating an effective investment platform for that 
country. 
5.2.14. REDUCTION IN CORPORATE TAX RATES 
Presently corporate tax rates in East Asia are generally in the 
range of 10 to 25 per cent, compared with a rate of 35 per cent for 
foreign companies in India. High corporate tax rate is definitely a major 
disincentive to foreign corporate investment in India. 
Foreign investors used to complain about high rates of tax in our 
country in comparison to Malaysia, Korea, Taiwan, Singapore and other 
countries in the region. The average tax rate in South East Asia is 20 
percent as against 35 percent in India at present. India has been at 
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disadvantageous in-terms of foreign investments due to harsh taxation 
policy. Taxes are known to be deterrents in the way oi foreign 
investments. Therefore, it is suggested that the tax policy should be 
rationahzed and rates should be such that it gives makes international 
investor's investment a profitable one. 
5.2.15. STABILITY IN MACRO - ECONOMIC FUNDAMENTALS 
Rationalization and liberalization of FDI Policy may be necessary 
but not sufficient for expanding FDI inflows. The overall macro-
economic performance continues to exercise a major influence on the 
magnitude of FDI inflows by acting as a signaling device for foreign 
investors about the growth prospect for potential host economy. Hence, 
paying attention to macro-economic performance indicators such as 
growth rates of industry through public investments in socio-economic 
infrastructure and other supportive policies and creating a stable and 
enabling environment would crowd-in FDI inflows. Studies have 
shown that policies tacilitate domestic investment also pull in FDI 
iitflows. While investment incentives may not be efficient^ active 
promotion of FDI by developing certain variable projects and getting 
key MNEs in them could be useful in attracting investments in desirable 
directions. 
Apart from the above policy changes there is a need to changes 
there is a need to change the perception of foreign investors regarding 
their investments in India. The siiccess stories of MNCs operating in 
India need to he documented and made known to potential investors. 
The high degree of political and administrative uncertainty in the 
country, legal delays and bureaucratic delays have been perceived as 
major hurdles by foreign investors coming to invest. The government 
will have to revamp its whole publicity campaign and take step to 
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provide better and transparent information about policy regulation and 
procedures governing the different sectors. 
Finally, the study concludes with the observation that Insurance 
Sector is prestigious sector contributing significantly to the GDP and 
employment in Indian economy. It has not only augmented the country 
to bear great risks but has also chiefly contributed to increase the risk 
cover and thus helped the economy for its further expansion by the 
entry of private insurers in the market. FDI in this sector has benefited a 
lot to all the stakeholders as discussed in previous chapter. The sector, 
thus, plays a pivotal role in India's economic development. The sector 
needs further strengthening and further reforms to exploit its untapped 
potential to the fullest extent and if measures suggested above are 
introduced, there is every reason that the Indian Insurance sector's 
capacity will undergo a tremendous improvement and enlargement. 
The sector would then be able to successfully meet the present 
challenges of low insurance density and low insurance penetration 
which will immensely contribute to the dynamic economic growth and 
advanced development of the country. 
5.3. DIRECTIONS FOR FURTHER RESEARCH 
The following spheres remain open to other future researchers: 
• What domestic incentive to FDI that often create market 
distortions and affect negatively the profitability and market 
share of public sector insurance companies? 
Besides above, an in depth shidy of Implications of FDI in Insurance 
sector on the productivity, profitability and efficiency of all public 
insurers can be done by taking overall view of the service sector in 
India. 
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ANNEXURE 
ANNEXURE-I 
FURTHER LIBERALIZATION OF FOREIGN DIRECT INVESTMENT 
POLICYi 
The Union Cabinet reviewed and approved the FDI policy on 30th 
January 2008 for further liberalization as follows: 
Civil Aviation 
I. To continue with the existing FDI cap at 49% on the automatic route 
and 100% for NRI, subject to no direct or indirect participation by 
foreign airlines and reclassifying it as Domestic Scheduled 
Passenger Airline Sector. 
II. To allow FDI up to 74% on the automatic route for Non Scheduled 
airlines; Chartered airlines and Cargo airlines with no direct or 
indirect participation by foreign airlines in non-scheduled airlines 
and chartered airlines. NRI investment would be allowed up to 
100% on the automatic route. 
III. To allow FDI up to 74% on the automatic route for Ground 
Handling Services subject to sectoral regulations and security 
clearance. NRI investment would be allowed up to 100% on the 
automatic route. 
IV. To allow FDI up to 100% on the automatic route for Maintenance 
and repair organizations; flying training institutes; technical 
training institutions; and helicopter services / seaplane services in 
the aviation sector requiring DGCA approval. 
Petroleum & Natural Gas 
I. To delete the condition of compulsory divestment of up to 26% 
equity in favour of Indian partner (s) / public within 5 years for 
actual trading and marketing of petroleum products. 
II. To increase the equity cap from 26% to 49% with prior approval of 
FIPB in petroleum refining by PSUs. However, it does not envisage 
or contemplate disinvestment or dilution in the existing PSUs. 
Commodity Exchanges 
1 Accessed at http://www.banknetmdia.com/banking/80129.htm. 
To allow FDI upto 26% and FII upto 23% in Commodity Exchanges 
and subject to no single investor holding more than 5%. 
Credit Information companies 
(i) To allow foreign investment up to 49% with prior government 
approval in Credit Information Companies subject to following 
conditions: 
(a) FDI up to 49% will be allowed with specific approval of the 
Government and regulatory clearance from RBI. 
(b) FII investment will be permitted up to 24% only in the CICs listed at 
the Stock Exchanges, within the overall limit of 49% for foreign 
investment. 
(ii) To delete 'Credit Reference Agencies' from the list of Non Banking 
Finance Companies (NBFC) activities permitted for FDI up to 100% on the 
automatic route. 
V. FDI in Mining of Titanium bearing minerals and ores and its value 
addition 
(i) To allow FDI up to 100% with prior Government approval in Mining 
and mineral separation of titanium bearing minerals and ores, its value 
addition and integrated activities subject to the sectoral regulations 
(including Mines and Minerals (Development & Regulartions) Act 1957) 
and the following conditions for mineral separation: 
(a) FDI up to 100% shall be allowed for mineral separation only if value 
addition facilities are set up within India along with transfer of 
technology; 
(b) Disposal of tailings during the mineral separation shall be carried out 
in accordance with regulations framed by the Atomic Energy Regulatory 
Board such as Atomic Energy (Radiation Protection) Rules, 2004 and the 
Atomic Energy (Safe Disposal of Radioactive Wastes) Rules, 1987. 
VI Industrial Parks 
Clarifications will be issued that provisions of Press Note 2(2005) 
would not apply to Industrial Parks. 
VII Applicability of conditions for FDI in construction development 
projects as per Press Note 2(2005) for registered FIIs 
To issue a clarification to the effect that investments by registered 
FIIs under the Portfolio Investment Scheme, would be distinct from FDI 
and as such would be outside the purview of conditionalities specified in 
Press Note 2(2005). 
The approval would help in higher FDI inflows through 
liberalization of the FDI policy and reduction of levels of approvals, which 
are no longer worthwhile. 
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ANNEXURE-II 
SECTOR SPECIFIC GUIDELINES FOR FOREIGN DIRECT 
INVESTMENT 
S.No 
1 
Sector 
Airports 
Atomic Minerals 
Guidelines 
Up to 100%, with FDI beyond 74% requiring 
Government approval. 
The following three activities are permitted to receive 
FDI/NRI investments through FIPB (as per detailed 
guidelines issued by Department of Atomic Energy 
vide Resolution No.8/l(l)/97-PSU/1422 dated 
6.10.98): 
1. Mining and mineral separation, 
2. Value addition per se to the products of (a) 
above, 
3. Integrated activities [comprising of both (a) 
and (b) above.] 
The following FDI participation is permitted: 
• Up to 74% in both pure value addition and 
integrated projects. For pure value addition 
projects as well as integrated projects with 
value addition upto any intermediate stage, 
FDI is permitted upto 74% through joint 
venture companies with Central/State PSUs 
in which equity holding of at least one PSU is 
not less than 26%. 
• In exceptional cases, FDI beyond 74% will be 
permitted subject to clearance of the Atomic 
Energy Commission before FIPB approval. 
Agriculture (including 
plantation) 
No FDI/NRI Investment is permitted other 
than Tea sector. 
• FDI, permitted up to 100% in Tea sector, 
including tea plantations, with prior 
Government approval and subject to 
following conditions: 
• Compulsory divestment of 26% equity in 
favour of Indian partner/Indian public within 
a pehod of five years, and Prior State 
government approval required in case of any 
future land use change. 
The above dispensation would be applicable to all 
fresh investments (FDI) made in this sector. 
Advertising and films Advertising sector: 
FDI up to 100% allowed on the automatic route. 
Film sector (film production, exhibition and 
distribution including related services/products); 
FDI up to 100% allowed on the automatic route with 
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no entry level condition. 
Broadcasting Broadcasting: 
TV Software Production 100% foreign investment 
allowed subject to: 
All future laws on broadcasting and no claim of any 
privilege or protection by virtue of approval 
accorded, and not undertaking any broadcasting 
from Indian soil without Government approval. 
Setting up hardware facilities, such as upliivking, 
HUB, etc. Private companies incorporated in India 
with permissible FII/ NRI/PIO equity within the 
limits (as in the case of telecom sector FDI limit up to 
49% inclusive of both FDI and portfolio investment) 
to set up uplinking hub (teleports) for leasing or 
hiring out their facilities to broadcasters. 
Note:- As regards satellite broadcasting, all TV 
channels irrespective of management control to 
uplink from India provided they undertake to 
comply with the broadcast (programme & 
advertising) code. 
Cable Network:: 
Foreign investment allowed up to 49% (inclusive of 
both FDI and portfolio investment) of paid up share 
capital. Companies with minimum 51% of paid up 
share capital held by Indian citizens are eligible 
under the Cable Television Network Rules (1994) to 
provide cable TV services. 
Direct-to-Home: 
Company with a maximum of foreign equity 
including FDI/NRI/FII of 49% would be eligible to 
obtain DTH License. Within the foreign equity, the 
FDI component not to exceed 20%. 
Terrestrial Broadcasting FM: 
The licensee shall be a company registered in India 
under the Companies Act. All share holding should 
be held by Indians except for the limited portfolio 
inveshnent by FII/NRI/PIO/OCB subject to such 
ceiling as may be decided from time to time. 
Company shall have no direct investment by foreign 
entities, NRIs and OCBs. As of now, the foreign 
investment is permissible to the extent of 20% 
portfolio investment. 
Terrestrial TV: 
No private operator is allowed in terrestrial TV 
trcu\smission. 
Coal & Lignite Private Indian companies setting up or 
operating power projects as well as coal or 
lignite mines for captive consumption are 
allowed FDI up to 100%. 
100% FDI is allowed for setting up coal 
processing plants subject to the condition that 
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Domestic Airlines 
Defence & Strategic 
Industries 
Drugs & Pharmaceuticals 
the company shall not do coal mining and 
shall not sell washed coal or sized coal from 
its coal processing plants in the open market 
and shall supply the washed or sized coal to 
those parties who are supplying raw coal to 
coal processing plants for washing or sizing, 
• FDI up to 74% is allowed for exploration or 
mining of coal or lignite for captive 
consumption. 
In all the above cases, FDI is allowed up to 50% 
under the automatic route subject to the condition 
that such investment shall not exceed 49% of the 
Muity_of aPSU. 
In the domestic Airlines: 
FDI up to 40% permitted subject to no direct or 
indirect equity participation by foreign airlines 100% 
investment by NRIs. The automatic route is not 
available. 
FDI, including NRI investment, is permitted up to 
26% with prior Government approval subject to 
licensing and security requirements 
10 Establishment & 
Operation of Satellite 
FDI up to 100% is permitted on the automatic 
route for manufacture of drugs and 
pharmaceutical, provided the activity does 
not attract compulsory licensing or involve 
use of recombinant DNA technology, and 
specific cell/tissue targeted formulations. 
FDI proposals for the manufacture of 
licensable drugs and pharmaceuticals and 
bulk drugs produced by recombinant DNA 
technology, and specific cell/tissue targeted 
formulations will require prior Government 
approval 
11 Hotels & Tourism 
FDI up to 74% is permitted with prior Government 
approval. 
100% FDI is permissible in the sector on the 
automatic route The term hotels include restaurants, 
beach resorts, and other tourist complexes providing 
accommodation and/or catering and food facilities to 
tourists. Tourism related industry include travel 
agencies, tour operating agencies and tourist 
transport operating agencies, units providing 
facilities for cultural, adventure and wild life 
experience to tourists, surface, air and water 
transport facilities to tourists, leisure, entertainment, 
amusement, sports, and health units for tourists and 
Convention/Seminar units and organisations For 
foreign technology agreements, automatic approval 
is granted if: 
• Up-to 3% of the capital cost of the project is 
proposed to be paid for technical and 
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12 Housing & Real Estate 
consultancy services including fees for 
architects, design, supervision etc. 
Up-to 3% of net turnover is payable for 
franchising and marketing/publicity support 
fee and 
Up-to 10% of gross operating profit is payable 
for management fee, including incentive fee. 
No foreign investment is permitted in this sector 
except for development of integrated townships and 
settlements where FDI up to 100% is permitted with 
prior Government approval. NRIs are allowed to 
invest in the following activities: 
a. Development of serviced plots and 
construction of built up residential premises. 
Investment in real estate covering 
construction of residential and commercial 
premises including business centres and 
offices. 
Development of townships. 
City and regional level urban infrastructure 
facilities, including both roads and bridges 
Investment in manufacture of building 
materials, which is also open to FDI 
Investment in participatory ventures in (a) to 
e)above 
Investment in housing finance institutions, 
which is also open to FDI as an NBFC. 
b. 
c. 
d. 
f. 
13 Investing Companies in 
Infrastructure /Service 
Sector 
In respect of the companies in infrastructure/service 
sector, where there is a prescribed cap for foreign 
investment, only the direct investment will be 
considered for the prescribed cap and foreign 
investment in an investing company will not be set 
off against this cap provided the foreign direct 
investment in such investing company does not 
exceed 49% and the management of the investing 
company is with the Indian owners. The automatic 
route is not available 
14 Insurance FDI up to 26% in the Insurance sector is allowed on 
the automatic route subject to obtaining license 
from IRDA. 
15 Lottery Business, 
Gambling & Betting 
16 Mass Rapid Metro 
Transit System 
17 Mining 
Government has reiterated prohibition of foreign 
direct investment (FDI) gambling & betting / Foreign 
technical collaboration (FTC) in any form in lottery 
business, gambling and betting sector. 
FDI up to 100% is permitted on the automatic route 
in mass rapid transport system in all metros 
including associated real estate development. 
• For exploration and mining of diamonds and 
precious stones FDI is allowed up to 74% 
under automatic route. 
• For exploration and mining of gold and silver 
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18 Non Banking Financial 
Companies 
and minerals other than diamonds and 
precious stones, metallurgy and processing 
FDl is allowed up to 100% under automatic 
route. 
Press Note No. 18 (1998 series) dated 14.12.98 would 
not be applicable for setting up 100% owned 
subsidiaries in so far as the mining sector is 
concerned, subject to a declaration from the applicant 
that he has no existing joint venture for the same area 
and / or the particular mineral, 
FDI/NRl investments allowed in the following 19 
NBFC activities shall be as per levels indicated 
below 
i. 
ii. 
Merchant banking 
Underwriting 
iii. Portfolio Management Services 
iv. Investment Advisory Services 
V. Financial Consultancy 
vi. Stock Broking 
vii. Asset Management 
viii. Venture Capital 
ix. Custodial Services 
X. Factoring 
xi. Credit Reference Agencies 
xii. Credit rating Agencies 
xiii. Leasing & Finance 
xiv. Housing Finance 
XV. Forex Broking 
xvi. Credit card business 
xvii. Money changing Business 
^viii. Micro Credit 
xix. Rural Credit 
Minimum Capitalization Norms for fund based NBFCs: 
• For FDI up to 51 % - US$ 0.5 miUion to 
be brought upfront, 
• For FDI above 51 % and up to 75% - US 
$ 5 million to be brought upfront, 
• For FDI above 75% and up to 100% -
US $ 50 million out of which US $ 7.5 
million to be brought upfront and the 
balance in 24 months 
Minimum capitalization norms for non-fund based 
activities: 
• Minimum capitalization norm of US $ 0.5 
million is applicable in respect of all 
permitted non- fund based NBFCs with 
foreign investment, 
• FDI in the NBFC sector is put on automatic 
route subject to compliance with guidelines of 
the Reserve Bank of India. RBI would issue 
appropriate guidelines in this regard. 
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19 Petroleum (other than 
refining) 
Petroleum (RefiniJig): 
Under the exploration policy, FDI up to 100% is 
allowed in both small and medium sized fields on 
the automatic route through (Other than Refiiung) 
competitive bidding; up to 60% for unincorporated 
JV; and up to 51% for incorporated JV with a No 
Objection Certificate for medium size fields. 
For petroleum products pipeline: 
• FDI is permitted up to 100% under automatic 
route. FDI is permitted up to 100% on 
automatic route in petroleum products 
marketing FDI upto 100% is permitted for 
Natural Gas/LNG Pipelines with prior 
Government approval, 
• 100% wholly owned subsidiary(WOS) is 
permitted for the purpose of market study 
and formulation, 
• 100% wholly owned subsidiary (WOS) is 
permitted for investment/Financing, 
• For actual trading and marketing, minimum 
26% Indian equity is required over 5 years, 
FDI is permitted up to 26% in case of public sector 
units (PSUs). PSUs will hold 26% (Refining) and 
balance 48% by public. Automatic route is not 
available, 
• In case of private Indian companies, FDI is 
permitted up to 100% under automatic route 
FDI up to 100% in both mcmufacture of pollution 
control equipment and consultancy for integration of 
pollution control systems is permitted on the 
automatic route. 
20 Pollution Control and 
Management 
21 Postal Services FDI up to 100% is permitted in courier services with 
prior Government approval excluding distribution of 
letters, which is reserved exclusively for the state. 
22 Power 
23 Print Media 
Up-to 100% FDI allowed in respect of projects 
relating to electricity generation, transmission and 
distribution, other than atomic reactor power plants. 
There is no limit on the project cost and quantum of 
foreign direct investment. 
The following FDI participation in Indian entities 
publishing News Paf>ers and periodicals is 
permitted: 
• FDI up to 100% in publishing/printing 
scientific & technical magazines, periodicals 
& journals, 
• FDI up to 26% in publishing News Papers 
and Periodicals dealing in News and Current 
Affairs subject to verification of antecedents 
of foreign investor, keeping editorial and 
management control in the hands of resident 
Indians and ensuring against dispersal of 
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24 Private Sector Banking 
25 Roads and Highways, 
Ports and Harbours 
26 Telecommunication 
27 Trading 
Indian equity. 
74% from all sources on the automatic route subject 
to guidelines issued from RBI from time to time. 
Consolidated guidelines are given at Appendix-Ill 
FDl up to 100% under automatic route is permitted 
in projects for construction and maintenance of 
roads, highways, vehicular bridges, toll roads, 
vehicular turmels, ports and harbours. 
In basic, cellular, value added services and global 
mobile personal communications by satellite, FDI is 
limited to 49% subject to licensing and security 
requirements and adherence by the companies (who 
are investing and the companies in which the 
investment is being made) to the licence conditions 
for foreign equity cap and lock- in period for transfer 
and addition of equity and other licence provisions 
• In ISPs with gateways, radio-paging and end-
to-end bandwidth, FDI is permitted up to 74% 
with FDI, beyond 49% requiring Government 
approval. These services would be subject to 
licensing and security requirements. 
• No equity cap is applicable to manufacturing 
activities, 
FDI up to 100% is allowed for the following activities 
in the telecom sector : 
a. ISPs not providing gateways (both for 
satellite and submarine cables, 
b. Infrastructure Providers providing dark fibre 
(IP Category I), 
c. Electronic Mail; and 
d. Voice Mail 
The above would be subject to the following 
conditions: 
• FDI up to 100% is allowed subject to the 
condition that such companies would divest 
26% of their equity in favour of Indian public 
in 5 years, if these companies are listed in 
other parts of the world, 
• The above services would be subject to 
licensing and security requirements, 
wherever required, 
• Proposals for FDI beyond 49% shall be 
considered by FIPB on case to case basis 
Trading is permitted under automatic route with FDI 
up to 51% provided it is primarily export activities, 
and the undertaking is an export house/ trading 
house/super trading house/star trading house. 
However, under the FIPB route:-
100% FDI is permitted in case of trading companies 
for the following activities: 
i. Exports, 
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28 Township Development 
a. Bulk imports with ex-port/ex-bonded 
warehouse sales, 
iii. Cash and carry wholesale trading, 
iv. Other import of goods or services provided at 
least 75% is for procurement and sale of 
goods and services among the companies of 
the same group and not for third party use or 
onward transfer/distribution/sales. 
The following kinds of trading are also permitted, 
subject to provisions of Foreign Trade Policy: 
i. Companies for providing after sales services 
(that is not trading per se), 
ii. Domestic trading of products of JVs is 
permitted at the wholesale level for such 
trading companies who wish to market 
manufactured products on behalf of their 
joint ventures in which they have equity 
participation in India, 
Trading of hi-tech items/items requiring 
specialised after sales service. 
Trading of items for social sector. 
Trading of hi-tech, medical and diagnostic 
items. 
Trading of items sourced from the small scale 
sector under which, based on technology 
provided and laid down quality 
specifications, a company can market that 
item under its brand name, 
vii. Domestic Sourcing of Products for Exports, 
viii. Test marketing of such items for which a 
company has approval for manufacture 
provided such test marketing facility will be 
for a period of two years, and investment in 
setting up manufacturing facilities 
commences simultaneously with test 
marketing 
FDI up to 100% permitted for e-commerce activities 
subject to the condition that such companies would 
divest 26% of their equity in favour of the Indian 
public in five years, if these companies are listed in 
other parts of the world. Such companies would 
engage only in business to business (B2B) e-
commerce and not in retail trading FDI is not 
permitted in retail trading activity 
ui. 
IV. 
V. 
VI. 
FDI up to 100% is permitted for development of 
integrated townships including houses, commercial 
premises, hotels, resorts, city and regional level 
urban infrastructure facilities such as roads and 
bridges, mass rapid transit system; and manufacture 
of building materials. Development of land and 
providing allied infrastructure will form an integral 
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29 Venture Capital 
part of township's development. FDI in this sector 
would be permissible with prior Government 
approval. 
Offshore Venture Capital Funds/Companies are 
allowed to invest in domestic Venture Capital Fund 
(VCF) and undertaking as well as other companies 
through the automatic route, subject only to SEBI 
Company (VCC) regulations and sector Venture 
Capital specific caps on FDI 
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ANNEXURE-IV 
METHODOLOGY FOR CONSTRUCTION OF ECONOMIC 
REFORM INDEX 
A comprehensive measure for Economic reforms for India was 
developed in the form of Economic Reforms Index for the period 1975 
to 2006. For this purpose, he used the methodology developed by 
Morris and McAlpin in 1982-83 for constructing the Physical Quality of 
Life Index (PQLI)3. The need for composite indices aroused because, the 
ratios have different numerators and denominators and hence their 
simple summation was not possible. 
Economic Reforms Index (ERI) = Social Sector Reforms Index (SSRI) + 
Fiscal & Tax Reforms Index (FTRI) + Domestic Financial Sector Reforms 
Index (DFSRI) + International Financial Sector Reforms Index (IFSRI) + 
Trade Reforms Index (TRI) + Structural Reforms Index (SRI) + Public 
Sector Reforms Index (PSRI) 
Earlier, many attempts were made in this direction by many eminent 
experts and scholars who have developed indices for measuring various 
variables at central level. The work of Dholakia and Solanki (2001) 
focused on developing a composite index of fiscal performance 
consisting of six different fiscal indicators and the states were ranked on 
the basis of the value of the index for different years. Similarly, Bhide 
and Panda (2002) had come up with another composite fiscal index, 
made up of five components, for judging the quality of central 
government budgets. Again, Dholakia (2005) and Vadlamannati (2005) 
constructed a composite index for all states and Andhra Pradesh 
respectively by taking eight key ratios, based on which ranks were 
given for the states for their fiscal performance from 1991 to 2003. Using 
similar methodology, he constructed a comprehensive measure of 
Economic Reforms Index for India. 
In the first step, he identified the appropriate indicators under each 
head. While selecting the indicators under each head, excess care was 
taken to identify the difference between "cause & affect" to best 
represent the policy aspect of reforms carried out in each sector/area. For 
3PQLI was developed in a research work by Morris and Mc Alpin in 1982-83 for measuring 
the conditions of poor in India. 
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example, reforming spending on Social Sector needs is the "cause" and 
the "affect" is higher literacy rate, higher primary and secondary school 
enrollment ratios. So he was very careful to the maximum extent to 
NOT to mix "cause" with "affect" while selecting indicators for each 
indices. Second, the objective of this index is to make it as 
comprehensive as possible covering all the reforms policy aspects. 
Unlike Lora (2001) and Morley et. al (2000) Reforms Index for Latin 
American countries, this reforms index captures even most sensitive 
and important issues like: Tariff rates. Exports subsidies, tax rates, tax 
efficiencies, corporate governance issues, stock market and banking 
reforms. Trade Openness (in a new way of calculation) & public sector 
reforms. 
The selected indicators under each group are listed on next page under 
a table: 
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Ill the next step, the values under each indicator were converted into 
an index, namely individual indicator indices. This is because, the selected 
indicators are ratios with different numerators and denominators and hence 
their simple summation is not possible. For this purpose, the study used the 
methodology of Physical Quality of Life Index (PQLI). Accordingly, the worst 
and best values of each indicator during the period of 1975 to 2006 were 
identified. For each indicator the performance of each indicator in each year 
was put on a 0 to 100 scale where, 0 represents an absolutely defined worst 
performance and 100 represents an absolutely defined best performance and 
to aid the calculations, one unit point was added to the best values of the 
indicators*. 
Thus, 
mi n, 
Indicator Index = ~~' ~~ 2^ 2^ 
iiij iij 
Ji ti 
r ^ 
Actual value j - Minimum value JH 
_ _ . _ * ioo 
Maximum value j - Minimum value j 
^ The best & worst values are defmed in such a way that all the indexes could become 
unidirectional, i.e. an increase in value of an index would necessarily mean improvement in 
the fiscal performance of the state. 
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Where, Indicator Index is a value of ;-th variable of i-th country (India) in time 
t, n stands for the number of the years and m for the number of variables. One 
main advantage of such transformation is that it allows the reform index to be 
measured over the same scale. This is an easy method to find out the 
performance of the Reforms, as an increase in the value of an indicator index 
would necessarily mean improvement in the economic reforms process and 
vice versa. 
Once the indicator indices are formed, the comprehensive Composite Index is 
then calculated as a simple average of the indicator indices. 
2^ Individual Indicator Indices j 
Composite Index = • * 100 
N 
Where, composite index is the summation of all the individual indices and N is 
the total number of individual indicator indices. 
ANNEXURE-V 
GLOBAL INSURANCE PENETRATION IN POST- REFORM PERIOD^ 
COUNRTY 
USA 
Canada 
Chile 
Brazil 
Mexico 
UK 
Switzerland 
Netherlands 
Ireland 
Finland 
France 
Germany 
Slovenia 
Russia 
South-Korea 
Japan 
Taiwan 
Hong Kong 
Malaysia 
India 
PR China 
Indonesia 
Pakistan 
South Africa 
Kenya 
Nigeria 
Australia 
New 
Zealand 
WOLD 1 
LIFE 
4.48 
3.27 
2.92 
0.36 
0.86 
12.71 
' 
-
-
-
6.59 
3.00 
1.13 
9.89 
8.70 
2.13 
1.77 
1.12 
0.54 
14.04 
0.72 
0.13 
6.04 
2000-
NON-
LIFE 
4.28 
3.28 
1.15 
1.75 
0.85 
3.07 
-
-
-
-
2.81 
3.55 
1.29 
3.16 
2.22 
1.59 
0.55 
0.67 
0.64 
2.83 
1.91 
0.53 
3.37 
1 
TOTAL 
8.76 
6.56 
4.97 
2.11 
1.72 
15.78 
-
-
-
-
9.40 
6.54 
2.42 
13.05 
10.92 
3.72 
2.32 
1.79 
1.18 
16.86 
2.63 
0.66 
9.41 
LIFE 
4.38 
2.63 
2.61 
1.28 
0.70 
8.60 
7.72 
4.93 
6.09 
6.81 
5.99 
3.17 
1.25 
1.12 
6.77 
8.61 
8.28 
6.38 
3.29 
2.26 
2.30 
0.66 
0.24 
12.96 
0.78 
0.14 
4.42 
1.39 
4.59 1 
2003=* 
NON-
LIFE 
5.23 
4.19 
1.47 
1.68 
1.10 
4.75 
5.02 
4.84 
3.55 
1.88 
3.15 
3.82 
3.98 
2.13 
2.86 
2.20 
3.02 
1.50 
2.05 
0.62 
1.03 
0.83 
0.39 
2.92 
2.20 
0.63 
3.57 
4.83 
3.48 1 
TOTAL 
9.61 
6.82 
4.09 
2.96 
1.80 
13.37 
12.74 
9.77 
9.59 
8.69 
9.15 
6.99 
5.23 
3.25 
9.63 
10.81 
11.31 
7.88 
5.35 
2.88 
3.33 
1.49 
0.62 
15.88 
2.98 
0.77 
7.99 
6.23 
8.06 1 
LIFE 
4.00 
3.10 
2.00 
1.30 
0.80 
13.10 
6.20 
5.10 
7.90 
7.20 
7.90 
3.10 
1.80 
0.10 
7.90 
8.30 
11.60 
9.20 
3.20 
4.10 
1.70 
0.80 
0.30 
13.00 
Qm 
0.10 
3.80 
0.80 
4.50 1 
2006 
NON-
LIFE 
4.80 
3.90 
1.30 
1.60 
1.00 
3.40 
4.90 
4.30 
2.60 
1.90 
3.10 
3.60 
4.00 
2.30 
3.20 
2.20 
2.90 
1.20 
1.70 
0.60 
1.00 
0.60 
^5{) 
3.00 
1.70 
0.50 
3.20 
4.50 
3.00 1 
* 
TOTAL 
8.80 
7.00 
3.30 
2..80 
1.80 
16.50 
11.00 
9.40 
10.40 
9.10 
11.00 
6.70 
5.80 
2.30 
11.10 
10.50 
14.50 
10.50 
4.90 
4.80 
2.70 
1.30 
Qm 
16.00 
2.50 
0.60 
7.00 
5.30 
7.50 
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ANNEXURE - Yl 
GLOBAL INSURANCE DENSITY IN POST - REFORM PERIOD ^ 
COUNRTY 
USA 
Canada 
Chile 
Brazil 
Mexico 
UK 
Switzerland 
Netherlands 
Ireland 
Finland 
France 
Denmark 
Germany 
Luxembourg 
Russia 
South-Korea 
Japan 
Taiwan 
Hong Kong 
Malaysia 
India 
PR China 
Indonesia 
Pakistan 
South Africa 
Kenya 
Nigeria 
Australia 
New 
Zealand 
WOLD 
2000* 
LIFE 
1611.4 
757.2 
126.0 
12.9 
50.8 
3028.5 
1437.4 
683.0 
19.5 
935.6 
3165.1 
86.4 
7.6 
9.5 
4.0 
392.9 
2.4 
0.4 
1193.5 
NON-
LIFE 
1540.7 
759.6 
49.0 
62.7 
50.4 
730.7 
613.7 
808.5 
22.3 
298.5 
808.2 
64.6 
2.3 
5.7 
4.6 
79.1 
6.5 
1.6 
665.8 
TOTAL 
3152.1 
1516.8 
175.8 
75.6 
101.2 
3759.2 
2051.1 
1491.4 
41.8 
935.6 
3973.3 
150.9 
9.9 
15.2 
8.6 
472.1 
8.9 
2.0 
1859.3 
2003* 
LIFE 
1657.5 
722.9 
138.3 
35.8 
41.3 
2617.1 
3431.8 
1561.7 
2312.5 
2126.8 
1767.9 
2037.5 
930.4 
1161.1 
33.9 
873.6 
3002.9 
1050.1 
1483.9 
139.8 
12.9 
25.1 
6.4 
1.1 
476.5 
3.4 
0.6 
1129.3 
272.0 
267.1 
NON-
LIFE 
1980.2 
1148.9 
78.0 
46.8 
65.3 
1441.4 
2228.5 
1532.4 
1356.9 
587.7 
930.5 
1078.5 
1120.8 
1335.0 
64.3 
369.4 
768.0 
383.2 
348.2 
87.2 
3.5 
11.2 
8.1 
1.8 
107.4 
9.5 
2.5 
912.1 
943.1 
202.5 
TOTAL 
3637.7 
1871.8 
216.3 
82.6 
106.5 
4058.5 
5660.3 
3094.0 
3669.5 
2714.5 
2698.3 
3116.0 
2051.2 
2496.0 
98.2 
1243.0 
3770.9 
1433.3 
1832.6 
227.0 
16.4 
36.3 
14.5 
2.9 
583.9 
12.9 
3.0 
2041.4 
1215.1 
469.6 
2006* 
LIFE 
1789.5 
1204.1 
176.0 
72.5 
62.9 
5139.6 
3111.8 
2071.6 
4203.8 
2903.1 
2922.5 
2480.8 
1136.1 
1548.4 
4.0 
1480.0 
2829.3 
1800.0 
2456.0 
189.2 
33.2 
34.1 
12.5 
2.3 
695.6 
5.3 
0.8 
1389.0 
215.0 
330.6 
NON-
LIFE 
2134.2 
1504.3 
109.7 
88.4 
76.2 
1327.1 
2450.1 
1757.3 
1360.9 
778.0 
1152.9 
1430.6 
1300.7 
1817.9 
146.9 
591.2 
760.4 
450.3 
331.6 
103.0 
5.2 
19.4 
9.0 
3.6 
160.2 
11.6 
4.5 
1191.9 
1155.9 
224.2 
TOTAL 
3923.7 
2708.3 
285.7 
160.9 
139.1 
6466.7 
5561.9 
3828.8 
5564.7 
3681.2 
4075.4 
4271.4 
2436.8 
3366.3 
150.9 
2071.3 
3589.6 
2250.2 
2787.6 
292.2 
38.4 
53.5 
21.5 
5.9 
855.8 
16.8 
5.3 
2580.8 
1370.9 
554.8 
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